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G. KEITH FUNSTON 


The Boom 


Some time ago the New York Stock 
Exchange released the results of the 
longest, most exhaustive and satisfy- 
ing research project it has ever under- 
taken. On a wide national scale, cap- 
italism had counted noses. 

Out of the great mass of statistical 
material an exciting new total ap- 
peared. Some 12.5 million individual 
Americans own stock in publicly-held 
companies today — up almost four mil- 
lion since 1956, virtually double the 
number just seven years ago. Beyond 
any doubt, People’s Capitalism is on 
the rise everywhere. 

The astonishing growth of our cor- 
porate shareownership in recent years 
has prompted at least three phenomena 
of significant importance. To explore 
these is to look into the shape of a 
remarkable new phase of American 
economics. 


in Shareownership 


Today’s stock exchange: 
its educational program 
its recent expansion 


ils internal and external controls 


New Owners, New Name 


First, the national enterprise has 
emerged with a new set of owners, 
America’s middle-income millions. 
Largely as a result of this it has 
emerged, also, with its new name 
of People’s Capitalism. In increasing 
numbers, people from every occupa- 
tion and income group have become 
the direct owners of the country’s in- 
dustrial might. 


New Problems 


Finally, we have emerged with what 
is, ostensibly, a new set of problems 
posed by critics who are often well- 
meaning. These critics wonder, for ex- 
ample, whether the broad mass of peo- 
ple can be entrusted with the rights 
and responsibilities of ownership. Can 
they handle the complexities of invest- 
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ing on a sound basis? Can they make 
proper use of that mechanism called 
the marketplace? 

In one form or another these ques- 
tions are as old as the nation’s history. 
They were raised once about the right 
to vote, about the right to worship, 
about the right to receive an educa- 
tion. And the Exchange’s reply to 
these questions, in the context of to- 
day’s economy, is firm and unhesitat- 
ing. Certainly the American people 
can handle the responsibilities and 
risks of ownership. 


THE MEANING OF OWNERSHIP 


More than that, the really unique 
thing about our economy is the won- 
derful opportunity for the broad mass 
of people to take advantage of those 
responsibilities. In short, the Ex- 
change believes that the trend towards 
ownership must be encouraged among 
all those able and willing to take the 
sensible risks of investing. To doubt 
that people can handle these risks is to 
doubt that they can handle any other 
part of their heritage. 

At the same time, I would acknowl- 
edge that concern over the public’s par- 
ticipation in the stock market is being 
voiced with increasing frequency these 
days. And I would endorse the view 
that when the heads of 23 million 
American households discuss the mar- 
ket each week, and when the market 
news moves regularly from the in- 
side to the front pages, it is time to 
take a close look at what is occurring 
to shareownership in America. And it 
is time, also, to review some of the 
problems inherent in the changes that 
are under way. 

But first it is important to consider 
a page out of our recent history. 
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Recent History 


Early in the 1950’s the Stock Ex- 
change launched a broad educational 
program. It was designed to spell out, 
with painstaking care, the opportu- 
nities, the risks and the rewards that 
go with investing. By the standards of 
other industries our program was mod- 
est indeed. But for our own commu- 
nity it was a significant departure. 
And in the perspective of the years our 
program has already done a great deal 
to change the face of American cap- 
italism. In the years to come we hope 
our efforts will contribute a great deal 
more. 


Three factors motivated the Ex- 
change’s program. 


e The pent-up demands of a war- 
time economy, and the needs of an 
expanding population, for staggering 
amounts of corporate growth money. 
It took no unusual vision to see that 
many of the dollars required could 
best come from one place — the bulk 
of the American people who were 
moving up in income, and up in living 
standards. 

e Our absolute conviction that the 
average man had much to gain from 
a sound program of investments that 
includes stocks along with government 
and corporate bonds and cash savings. 
We were much impressed, for example, 
with research that illuminated our 
target area—research that showed 
some 2.5 million non-shareowning 
families earning $10,000 per year or 
more; followed by 4.2 million non- 
shareowning families in the $7,500 to 
$10,000 bracket; and then a broader 
base of 16.3 million non-shareowning 
families with incomes of $5,000 to 
$7,500. 


1959 


e Recognition that as a national in- 
stitution the Exchange Community 
could thrive only so long as we were 
able to attract and assist a mass of 
people who needed our services. This 
meant, in turn, providing a market 
broad and liquid enough to meet the 
needs of every investor. 


A Liquid Market 


The concept of a liquid market is no 
mere play on words. The man in Cali- 
fornia who expects to sell a share of 
his stock at about $40, and finds his 
market order has been executed at $35, 
is not going to be much impressed with 
the market’s liquidity. But when his 
order is executed at the price he ex- 
pected — or within 121% cents of the 
last sale— then he has acquired sub- 
stantial confidence in the market’s 
orderliness. Well, our studies last year 
show that 82 per cent of all round lot 
transactions on the Exchange were 
executed either at variations of 1214 
cents a share from the previous sale 
or at no change at all. 

This kind of a market never just 
happens by chance. It is achieved only 
by planning and hard work, by bring- 
ing literally millions of people — not 
just thousands—to the market, by 
serving them well, and by demonstrat- 
ing each day that the market itself is 
fair, orderly and open. 


Rights and Prerequisites 


When our educational program be- 
gan, the first thing we did was at- 
tempt to strip away the mystery that 
for too long had surrounded the in- 
vestment process. Through every me- 
dium within our budget we set out to 
make the language of investing com- 
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monplace. In advertising, films and 
millions of pieces of literature, we 
spelled out the prerequisites that 
should guide the investor. They have 
become a litany with us: Have a 
steady income and cash savings before 
entering the market; understand the 
risks and tailor them to what you can 
afford; determine your objectives in 
terms of the Exchange’s wide list of 
stocks and bonds; concentrate on the 
long term; get the facts; and seek 
advice from reputable brokers, such as 
Member Firms of the New York Stock 
Exchange. 

As a corollary to this we have 
pressed our continuing war against the 
tipsters, phony promoters and get- 
rich-quick artists. 

On other fronts, the “rights of 
shareowners” were hammered home 
and the Exchange Community moved 
to strengthen those rights. The re- 
quirements for a company to be listed 
on the Exchange were raised —and 
so were the criteria for remaining 
listed. 

Today every Exchange-listed com- 
pany furnishes periodic reports to 
shareowners; every listed common 
share carries the right to vote — and 
every listed company is expected to 
facilitate the exercise of that right by 
sending out proxies. Early this year, 
for example, our Board of Governors 
decided that any company that fails, 
by the end of 1961, to embark on a 
regular program of proxy solicitation 
will be considered for delisting. There 
were only 28 such companies last year 
out of 1,100. 


EXPANSION OF THE MARKET 


Historical changes, for the most 
part, occur very subtly. Therefore, it 
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may come as something of a surprise 
that today’s interest in shareownership 
stems from techniques that were either 
born or developed more fully within 
the last six or seven years. Employee 
stock purchase plans and the shares 
of investment companies, for example, 
have jumped to greater prominence. 
Some 15,000 investment clubs have 
sprung up. Nationwide legislation 
making it easy to give stock gifts to 
youngsters has been enacted in 45 
states. The Exchange’s Monthly In- 
vestment Plan has dramatized the idea 
that people of modest means can in- 
vest relatively small amounts on a 
regular pay-as-you-go basis. 

What has happened, in short, is that 
direct ownership of industry has been 
taken out of the drawing rooms of the 
few and brought to the homes of mil- 
lions. In the process, the United States 
has demonstrated two things. One is 
that it is unquestionably private en- 
terprise which creates the most wealth 
with the greatest efficiency. The other 
is that the Russian argument about a 
class struggle is utter nonsense. A 
noted economist, Frederic Dewhurst, 
pointed out several years ago: 


Of all the great nations — the United States, 
the one that clings most tenaciously to private 
capitalism, has come closest to the Socialist 
goal of providing abundance for all in a class- 
less society. 


Who Are the Shareholders? 


What actually has happened to our 
shareowning family? We know that 
between 1952 and 1959 the number of 
individual shareowners almost doubled 
to 12,490,000. Looking behind these 
figures, we know, also, that share- 
ownership has broadened more than 
just numerically. It ranges today 
across every age and income group, 
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every occupation and geographic area. 
This growth, and all it implies about 
a democratic America, incidentally, 
has impressed no one more than the 
editors of a newspaper published in 
Moscow. With the tremendous inven- 
tiveness that Pravda so often demon- 
strates in camouflaging the truth, the 
newspaper has explained to its readers 
that management in America is trying 
to increase shareownership “in an at- 
tempt to tighten the screws of exploita- 
tion and to make the working class 
more submissive to capitalism.” 


' The Strategy of the New Investor 


This development, it seems to me, 
has to be coupled with still another 
one: who is in the market at particular 
periods — and why? Or, put different- 
ly, how is the average American ap- 
proaching the serious business of in- 
vesting — and how is he using the fa- 
cilities of the marketplace? 

Here we find a picture that on the 
whole is very encouraging. Most peo- 
ple are buying stocks for cash, and 
using credit sparingly. They are de- 
liberating carefully before committing 
themselves. New investors, for ex- 
ample, are likely to take six months 
from the time they first consider in- 
vesting to the date of their first pur- 
chase. They are investing for the long 
term. And they are concentrating on 
seasoned securities and often re-invest- 
ing dividends. 


DANGERS AND CONTROLS 


At the same time, however, the in- 
vesting picture today is not one of 
unalloyed brightness. There are sev- 
eral disquieting signs and I would like 
to discuss these. We are witnessing 
among some investors what one of our 
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Member Firms recently called an “al- 
most festive air in finance.” And it 
is precisely now, when so many people 
seem caught up in these festivities, 
that we are apt to forget some of the 
homely, old-fashioned virtues like mod- 
eration and prudence, and some of the 
old-fashioned truths like the law of 
gravity and the law of diminishing re- 
turns. 

In view of this there is great merit 
in re-emphasizing two things: the 
precise functions and responsibilities 
of the Exchange Community, and, 
more important, the responsibilities an 
investor owes himself when he ap- 
proaches the market. 


The Umpire’s Function 


Many people still do not have too 
clear an idea of either the Exchange’s 
role and how it operates, or what it 
can and cannot do. Our problem is 
akin to one the late baseball umpire 
Bill Klem used to describe. A prom- 
inent Midwest newspaper was con- 
vinced that the dignified Klem was 
deliberately giving the home team a 
bad time. The paper therefore launched 
an anti-Klem campaign. Several weeks 
later a fan in the stands witnessing 
a game that Klem umpired died of 
acute indigestion. The newspaper 
promptly ran this headline: ‘“Klem 
Kills Innocent Man.” 

Thus it is with the marketplace. We 
must constantly reiterate the Ex- 
change’s precise function. The Ex- 
change cannot, for example, guaran- 
tee an investor a profit, or protect him 
from loss. It cannot regulate stock 
prices. It does not own, buy or sell 
the shares traded on the marketplace. 
It cannot exercise any control over the 
four thousand publicly-owned compa- 
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nies which are not listed thereon, or 
over the tens of thousands of securities 
salesmen who are not with our mem- 
ber firms. 

But it can and does insist, for its 
eleven hundred listed companies, on 
disclosure policies that give investors 
needed data. It can and does work 
effectively to strengthen stockholder 
rights by providing a corporate vote 
and a convenient ballot. It can and 
does bring to the marketplace a grow- 
ing supply of seasoned issues, exem- 
plified by the more than five billion 
shares now listed. And finally the 
Exchange can, through its Member 
Firms, see that an investor who does 
‘business with them obtains informa- 
tion and guidance. Like any human 
being, a broker is not infallible. But 
if he is one of the 22,000 registered 
representatives of our Member Firms, 
we can and do insist that he abide by 
a code of business ethics that is un- 
matched anywhere. 

By the same token the Exchange 
can see to it that transactions made 
thereon are publicized on its nation- 
wide ticker system. It can work to 
maintain fair and orderly markets 
where bids and offers are made by 
open outcry and price spreads are 
held to a minimum. And it devotes 
enormous effort to keeping this vast 
operation under constant surveillance. 


Limitations and Warnings 


I have undertaken this quick review 
to spotlight the one critical thing the 
Exchange cannot do: it cannot get in- 
side the heart and brain of the investor, 
or decide for him how he ought to 
handle his investment program. 

So to that first strong warning 
about determining proper objectives 
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the broker and the Exchange add sev- 
eral more: 

e A stock certificate is not simply 
a piece of paper. It represents a com- 
pany, and the stock isn’t any better 
than the company and its prospects. 

e Even if an industry is glamorous 
or prosperous, it cannot be assumed 
that every company in the field will 
fare the same way. The glamour may 
rub off all too quickly, leaving the in- 
vestor with little cash and worse 
memories. 

e Equating low price with high 
value is an easy trap to fall into. Any 
good broker can certainly draw up a 
list of low-priced issues containing 
both cats and dogs and shares of good 
value. And equally he can furnish a 
high-priced list that includes both good 
buys and stocks that he feels are over- 
priced. 

e Finally, to drive home these mes- 
sages, we can underscore the fact that 
there are some people who are plainly 
better off — financially and emotion- 
ally — by putting their money into 
bonds, or leaving it in the bank. 


The stock market is, in a word, no 
place to get rich quick. We have said 
this often in the past, and we will re- 
peat it often in the future. We can 
trumpet this message up and down the 
land, but I’ve discovered no pill to pre- 
vent a man from dreaming that some- 
how he can pull it off and strike it 
rich. Yet the odds against his doing 
sO are enormous. 


One more thing we can do is inveigh 
against the phony promoters on the 
fringe of the securities industry who 
prey on the gullible. Here again most 
investors have been alerted. Many 
have been spared. But a good number 
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have not. And with every case that 
comes to light it is clear once more 
that a man can be protected against 
many things, but not against his own 
avarice. 


THE SOUND MARKET 


To bring all this into perspective, 
may I add that today’s market, with 
its stress on long-term investing and 
buying for cash, with its high margins 
and modest use of credit, with its em- 
phasis on the purchase of stocks in 
well-seasoned companies, and but- 
tressed by the presence of institutional 
investors, bears little similarity to the 
market of thirty years ago. Today’s 
market is not a flimsy house of cards. 
On the contrary, it is a carefully con- 
structed dwelling that reflects the 
prosperity and well-being of its own- 
ers, the American people. Lest this 
reference be misconstrued as a com- 
ment on the level of the market, I 
hasten to add that I don’t know 
whether stock prices are too high or 
too low. A current judgment must be 
made, not on the basis of the “aver- 
ages,” but by considering individual 
issues. And only history will tell us 
how correct those judgments have 
been. 


The Sound Investor 


I know, finally, that the stock mar- 
ket is no place for the casual or the 
careless, the get-rich-quick devotees, 
or the people who can’t afford the 
risks. The nation’s investors, particu- 
larly the minority new to shareowner- 
ship, should heed the cautions and 
make a careful assessment of their in- 
vestment aims and objectives. The 
failure to do so can only lead to dis- 
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appointment. And the disappointment 
will be doubly difficult to bear because 
we can be sure of one thing: sound 
American businesses will in the future 
continue to grow, and their share- 
owners will have the chance to prosper 
with their companies. For I have the 
abiding conviction that a person who 
gets the facts and uses good judgment 
can this very minute find many op- 
portunities in the market to make in- 
vestments which will appreciate in 
value in the years ahead as the nation 
grows. 

This is the conviction, you will re- 
call, that prompted the Exchange to 
embark on its broader ownership pro- 
gram in the first place. That convic- 
tion remains unchanged. We believe 
we have done a great deal to encourage 
millions of people to consider their in- 
vestment opportunities, and to handle 
them soundly. In the years ahead we 
intend to spell out those opportunities 
as clearly as we can. We hope that the 
investment process will recommend it- 
self to many more millions of people. 
Our capitalistic society needs their di- 
rect identification as capitalists. 


THE PLACE OF GOVERNMENT 


In what I’ve said thus far, I’ve elim- 
inated one place we ought to look for 
responsible performance: the Federal 
government. The investment climate, 
and the pressures on the market, cer- 
tainly reflect the way that people think 
the government is or is not doing its 
job. 


Inflation 


Two quick illustrations will suffice. 
The fight against inflation is perhaps 
the best advertised in recent years. 


Most people have begun to appreciate 
fully that rising costs, without a cor- 
responding rise in output, work a cruel 
hardship on everyone. Inflation is 
morally wrong and economically un- 
sound. And it won’t remain gradual 
(in the words of C. Canby Balderston, 
the vice chairman of the Federal Re- 
serve Board) “any more than a lion 
cub will continue smali and harmless.” 

Recognizing this, more and more 
people have purchased common stocks 
which historically have tended to keep 
pace with living costs. In doing so, 
they have added to the upward pres- 
sure on the market, and the downward 
pressure on government bonds. 

What is the solution? A _ distin- 
guished member of the financial com- 
munity, Aubrey Lanston, puts it very 
bluntly : 


I hope that we will find that there are enough 
people in this country who care enough about 
what happens ... to scream the house down 

. so that Congress will not be tempted 
to be lax in its number one duty. This is 
to repair the. condition of the government’s 
finances and to make clear that the credit 
of the Treasury will be maintained — by 
promoting a stable currency. 


The Tax Structure 


Government’s next responsibility, it 
seems to me, is to create a tax structure 
that doesn’t operate to prevent quali- 
fied investors from entering the mar- 
ket at reasonable prices. Charles Ket- 
tering once said “One of the things 
we have to be thankful for is that we 
don’t get as much government as we 
pay for.’”’ But in the case of the capital 
gains levy and the double tax on divi- 
dends we’re getting far too much. 
These two taxes conspire to reduce the 
floating supply of stock, while freez- 
ing investors into their positions and 
discouraging companies from issuing 
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additional shares. The Exchange’s posi- 
tion on both these laws is well-known. 
They have long since served any doubt- 
ful revenue-bearing purpose they had. 
Today they are adding to the negative 
influences on the market. and they 
ought to be revised downward — and 
eventually eliminated. 


CONCLUSION 


The tide towards ownership is 
changing our form of capitalism, and 
permitting more people to share direct- 
ly in our economic growth. 

The Exchange Community’s pro- 


gram in recent years has contributed 
to this development. It has been our 
privilege to open up investment op- 
portunities for millions of people, and 
to strengthen the market’s liquidity by 
facilitating the speculative activity of 
informed individuals. 





Autumn 


Today’s market has little similarity 
to the past, and most people are using 
the marketplace carefully and well, and 
concentrating on the long-term. 

Nevertheless, there has also been a 
tendency by some to ignore the neces- 
sary cautions, to hope blindly for quick 
profits, to take unnecessary chances 
and to fall for the blandishments of the 
phony promoters. To meet this prob- 
lem the Exchange Community pledges 
that we will continue and even expand 
our educational efforts. And we will 
continue to see that our own facilities 
will not be used for reckless specula- 
tion by the uninformed. 

Finally, because these matters are 
not the exclusive province of either the 
investing public or the Exchange Com- 
munity, we will continue to impress 
on our Federal government the need 
for a successful fight against inflation, 
coupled with workable tax reforms. 








TEODORO MOSCOSO 


Prosperity — with Freedom? 


A consideration of the internal and external problems that 


complicate the growth of economically backward nations 


Henry L. Stimson’s definition of the 
essential question of our time is as 
relevant today as when it was written 
a dozen years ago in the early days of 
the so-called Cold War: 


Our central task in dealing with the Krem- 
lin is to demonstrate beyond the possibility 
of misunderstanding that freedom and pros- 
perity, hand in hand, can be stably sustained 
in the western democratic world. This would 
be our greatest task even if no Soviet prob- 
lem existed . . . I do not mean to belittle the 
Communist challenge. I only mean that the 
essential question is one which we should 
have to answer if there were not a Communist 
alive. Can we make freedom and prosperity 
real in the present world? 


The Cold War, which might better 
be called, in Stimson’s phrase, “the 
Communist challenge,” is still very 
much with us, as the headlines of our 
newspapers daily proclaim. Our pre- 
occupation with this Communist chal- 
lenge has tended to obscure the funda- 


mental but separable issues of free- 
dom and prosperity. It is precisely 
this fact of the separability of free- 
dom and prosperity which is the cen- 
tral issue of our time. The Soviet 
Union is daily demonstrating that it 
is attaining prosperity, while the work- 
ing of its political system daily demon- 
strates that “... liberty is the one thing 
no man can have unless he grants it 
to others.” I believe it a truism that 
prosperity is a necessary but not a 
sufficient condition for attainment of 
freedom. 


PUERTO RICO’S OBJECTIVE 


Despite Puerto Rico’s smallness both 
in area and in population and its 
unique relationship with the United 
States, I give as my qualification to 
consider these fundamental but separa- 
ble questions of prosperity and freedom 
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the fact that for some years Puerto 
Rico has been engaged in a substantial 
effort to create that condition of pros- 
perity without which freedom is mean- 
ingless. As Administrator of the Eco- 
nomic Development Administration, I 
have been in charge since its creation 
of the Puerto Rican government instru- 
ment primarily responsible for attain- 
ing prosperity. The Administration is 
an instrument, a means to an end. Lit- 
tle that we have done, are doing, or will 
do are ends in themselves. Our major 
objective in business is to get out of 
business. No doubt there have been 
many similar expressions from other 
bureaucrats: I state only that this is 
our firm intention in Puerto Rico. I 
must also state that while our economic 
development program has had a med- 
erate degree of success we also have a 
long way to go. 


Industrial Progress 


As recently as the close of World 
War II Puerto Rico could have been 
fairly characterized as an economically 
backward economy. For example, the 
greater part of Puerto Rico’s energy 
consumption then came from non-com- 
mercial sources. In our case, bagasse— 
the residue from the crushing of sugar 
cane—accounted for more of our ener- 
gy consumption than oil, hydro-power, 
and coal combined. Today our energy 
balance is dominated by commercial 
sources, primarily oil, and our first 
paper plant using bagasse as its basic 
raw material recently began opera- 
tions. 


“DUNG ECONOMIES” 


There were and are many areas of 
the world more dependent on non-com- 
mercial sources of energy than Puerto 
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Rico. There are indeed areas which 
are literally “dung economies”—areas 
in which the bulk of the energy con- 
sumed is dried manure. I am sure that 
the phrase causes most of our diplo- 
mats to cringe. But is it not a fact that 
this phrase accurately describes the 
intolerable condition under which per- 
haps a majority of the population of 
this planet lives? Victor Hugo, in the 
carly chapters of Les Miserables, in the 
homilies of the good Bishop Bienvenu, 
describes the use of this odoriferous 
fuel for baking bread throughout the 
rural areas of France as recently as 
the early nineteenth century. 


Inaccurate Usage 


The word generally preferred by the 
diplomats to describe such areas is 
“underdeveloped.” I object to this us- 
age on several counts. First, the word 
is not generally accurately descriptive 
of the conditions which obtain in the 
areas to which it is applied. Second, 
the word generates an overtone invit- 
ing the inference, sometimes unwar- 
ranted, that the conditions are the re- 
sult of external factors—generally the 
machinations of foreign capital or 
foreign governments or both. Third, 
the word as currently used invites the 
inference that there are developed 
economies and perhaps even over-de- 
veloped economies. It seems to me that 
this is nonsense on a par with that 
commonly-held view of the Nineteen- 
Thirties that the United States was, as 
the phrase had it, a mature economy. 
The precise meaning of the word de- 
velopment is a process of expansion 
through growth. Fundamentally, then, 
all countries are underdeveloped and 
will always remain so. I believe that 
the significant difference between 
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countries is to be sought in their re- 
ceptivity to this process of expansion 
and modernization, a process which 
necessarily involves extensive and 
often drastic social changes. 


Resistance to Change 


Most of the areas which are referred 
to as underdeveloped are better de- 
scribed by the words economically 
backward because of their depth of re- 
sistance to such changes. A specific ex- 
ample illustrates what the words 
economically backward imply. A recent 
press account tells of an effort being 
made, probably unsuccessfully, by the 
Indian government to curb the institu- 
tion of the dowry. What does the Indi- 
an institution of the dowry have to do 
with the process of economic change in 
that country? Just this. A few years 
ago the London Economist estimated 
that the value of hoarded precious met- 
als annually put into dowries was more 
than sufficient to take care of India’s 
pressing foreign exchange problem. 
The institution of the dowry is un- 
known in Puerto Rico, but then we 
don’t have a foreign exchange problem 
either. 


TRANSFERABLE EXPERIENCES 


Puerto Rico has broken out of an 
atmosphere of largely unrelieved eco- 
nomic backwardness — a step which 
might have been taken at least a gen- 
eration ago rather than in recent years. 
What, if anything, in this experience 
of Puerto Rico is relevant to the prob- 
lems of other areas now trying to break 
through the confines of economic back- 
wardness? Annually, I meet with 
hundreds of foreign visitors—govern- 
ment officials, businessmen, students 


—who are wrestling with these prob- 
lems and who come to Puerto Rico for 
a first-hand look at our experience. 
Such meetings have caused me to think 
about what exactly in our experience 
might be transferable to other areas. 

I believe that the significant ele- 
ments are: 


e Integrity in government, 

e Acceptance of the legal meaning 
of contract, 

e Definition of the roles of busi- 
ness and government in economic 
affairs, 

e Willingness to accept change, 

e Governmental promotion aimed 
at economic diversification, 

e Balanced development. 


Integrity 


Little need be said concerning the 
first element of transferability—in- 
tegrity in government. Integrity in 
government has probably never been 
completely achieved and is probably 
totally unachievable. The problem is 
one of degree in that, for example, less 
than twenty years ago the citizen’s 
vote in Puerto Rico was a recognized 
article of commerce. Commonly, votes 
were bought. Such degradation of the 
democratic process is incompatible 
with building a foundation for eco- 
nomic expansion. 


Contracts 


The second element is recognition of 
the meaning of contract. By this I 
mean an unreserved acceptance of the 
proposition that agreements fairly 
entered into between private persons 
and between private persons and the 
government are enforceable in courts 
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free from corrupting influence. To 
illustrate, a prime incentive offered by 
our Administration to the private in- 
vestor is a grant of exemption for ten 
years from the Puerto Rican corporate 
income tax. Each such grant is a con- 
tract between the Commonwealth of 
Puerto Rico and the investor. It is 
subject to amendment on the govern- 
ment’s part only with the freely given 
consent of the investor. It is a grant 
governed by specific legislative provi- 
sion, not a favor which can be pur- 
chased. The government’s grant of tax 
exemption to the private investor can 
be revoked only on the basis of a show- 
ing of cause common to any contract 
deserving of the name—for example, 
that the investor misrepresented the 
facts in securing his tax exemption 
grant in that he closed down a state- 
side plant to transfer his operation to 
Puerto Rico. I am afraid that this con- 
ception of contract is not universally 
observed in the economically backward 
areas of the world. 


Business and Government 


The third element of transferability 
I have called the definition of the roles 
of business and government in eco- 
nomic affairs. No such definition can 
be static. Yet at any given point in time 
neither business nor government can 
function effectively unless there are 
defined areas of agreement as to the 
role of each, subject of course to the 
enforceability of contract. The roles of 
business and government in economic 
affairs cannot and should not be frozen 
in perpetuity. The beginnings of our 
economic expansion program were in 
essence an essay in the field of the 
creation of nationalized industries. 
This effort was shortly abandoned on 
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the practical ground that the resources 
of our government were not adequate 
both to provide essential public serv- 
ices and to mobilize the necessary cap- 
ital to create sufficient opportunities 
for industrial employment. 


Two tangential observations may be 
pertinent in this matter of the roles of 
government and business in economic 
affairs. The first observation relates 
to our experience with the device of 
the public corporation. Ideally such es- 
sential services as, for example, the 
supply of electric power should lead, 
not follow the pace of economic ex- 
pansion. In the economically backward 
area the choice generally made is be- 
tween the private utility with a con- 
sequent danger of lack of responsive- 
ness to community needs and a nation- 
alized service putting an additional 
fiscal strain on the economically back- 
ward area. Our experience with the 
instrument of the public corporation 
providing essential utilities and finan- 
cing most of its expansion require- 
ments through the sale of revenue 
bonds leads me to believe that this 
instrument avoids on the one hand the 
dangers of chronically inadequate serv- 
ice and on the other a drain on scarce 
government resources. 


A second tangential observation is 
concerned with the appeal of socialist 
dogma in economically backward 
areas. I have noted that our first at- 
tempt at economic expansion was via 
government-owned manufacturing en- 
terprises. I have also noted that we 
abandoned it. Because the experience 
of a small area like Puerto Rico could 
not be regarded as definitive in mat- 
ters of dogma such as this, the eco- 
nomically backward areas might study 
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the postwar decline of socialist dogma 
in western Europe. A leading theore- 
tician of the British Labor Party states 
current socialist goals as: 


(a) A greater concern by the Party 
with the problems of the handi- 
capped individual, 


(b) Removal of alleged social in- 
equities resulting from the Brit- 
ish public school system, 


(c) A greater concern by the Labor 
Party with the problems of the 
underdeveloped areas. 


I believe that such a program is 
virtual abandonment of the socialist 
dogma of a dozen years ago in Britain. 
Moreover, I believe it to be true that 
throughout western Europe socialist 
parties have quietly dropped govern- 
mental ownership of the means of pro- 
duction from their platforms. This fact 
reflects their tacit acceptance of a say- 
ing Professor Galbraith of Harvard 
University brought back from a recent 
trip to Yugoslavia: “Capitalism makes 
social mistakes; but Socialism makes 
capital mistakes.” May not the clinging 
to socialist dogma in so many other 
areas of the world be symptomatic of 
their economic backwardness? Isn’t it 
true that the welfare state has given 
the quietus to doctrinaire socialism? 
This of course does not mean that in 
providing for certain external econo- 
mies a state-owned approach may not 
be best in countries with primitive 
facilities. But it should be a matter of 
pragmatic choice and not of dogma. 


Acceptance of Change 


The fourth point about the Puerto 
Rican experience is the willingness to 
accept change. The history books tell 
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us of the Luddites of the early days of 
the Industrial Revolution in Britain 
who smashed labor-saving machinery 
and who burned factories. What has 
been called neo-Luddism is common in 
the economically backward areas to- 
day. The Luddites of today do not 
wreck machines and burn factories. 
Their governments indirectly but more 
effectively do this job by commonly 
penalizing the efficient producer. 

The problem is one of balance. The 
process of technological change is one 
which, as we have found out in Puerto 
Rico, often wreaks drastic changes in 
the lot of the individual. We believe 
that the individual so affected should 
not be left to his own devices. At the 
same time, industry and society can- 
not both reap the benefits of tech- 
nological change and assume an 
open-end obligation to the displaced in- 
dividual. Government and industry to- 
gether have a responsibility to cushion 
the adjustment process but on a limited 
basis. Most economically backward 
areas seems reluctant to accept this 
concept of limited liability. 


Governmental Promotion 


The fifth element in Puerto Rican 
experience is the value of promotion 
in achieving that diversity of the econ- 
omy which in turn is a necessary con- 
dition for achieving a sustained proc- 
ess of economic growth. By promotion 
I mean in our case an effort by our 
Administration to attract investment 
from local sources, from the continent- 
al United States, from foreign sources. 
Our promotion effort involves a wide 
variety of activities, from the broad- 
side effort of a nation-wide advertising 
campaign to the preparation of site 
surveys for the prospective individual 
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investor. Further, the promotion effort 
in our case is continuous, not sporadic. 


Balanced Development 


The sixth element in Puerto Rican 
experience is balanced development. A 
two-fold problem of balance is in- 
volved: the most effective allocation of 
government resources, and the selec- 
tive effort to accelerate economic di- 
versification. 

The problem of achieving reasonable 
balance in government expenditures is 
difficult. Are we currently budgeting, 
for example, too much for education 
and too little for road improvement? 
Frankly, I do not know. To budget too 
little currently for road improvement, 
for example, is to penalize our short- 
term economic prospects while to budg- 
et too little currently for education 
would be to jeopardize our prospects 
for longer-term growth. No formulas 
obtain here; all we can say to our 
foreign visitors is that the problem 
is real. 

The balance which we seek in in- 
dustrial promotion I have called di- 
versification. Puerto Rico has had the 
experience of living with a one-crop 
economy—sugar. The result was bitter, 
not sweet. Similarly, we wish to avoid 
development of an unbalanced in- 
dustrial structure. 

In promoting economic diversifica- 
tion the practical question for govern- 
ment is the extent to which it can exer- 
cise discrimination in attracting new 
industry. Our own experience suggests 
that in the early phases of development 
the area of discrimination cannot be 
a very wide one. We of course make a 
special effort to attract the core in- 
dustries; for example, a slaughter- 
house, a flour and feed mill, a petro- 
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chemical plant, but in the last analysis 
the poor cannot afford to be too selec- 
tive and thus in our own case we at- 
tempt to promote any industry which 
promises to open up legitimate job op- 
portunities and which does not close 
its facilities elsewhere. It is my im- 
pression that many areas poorer than 
Puerto Rico tend to be too choosy. 

So much for the lessons in our ex- 
perience for economically backward 
areas now trying to industrialize. But 
of greater interest than what may or 
may not be transferable from the 
Puerto Rican experience is the central 
question: what are the prospects in the 
economically backward areas for the 
attainment of prosperity with free- 
dom? 


UNIVERSAL REVOLUTION 


Despite the postwar phenomenon of 
mounting population pressures, suf- 
ficient resources exist in most eco- 
nomically backward areas to permit 
steadily rising income levels. Further, 
there seems to exist well-nigh uni- 
versal popular pressure for achieve- 
ment of such rising income levels—the 
so-called Revolution of Rising Expecta- 
tions. Chronic semi-starvation and 
famine are no longer tolerable methods 
of population control as they were in 
the days before World War II. For 
example, China in the Nineteen-Thir- 
ties sent an appeal for famine relief 
to the International Red Cross. That 
organization’s reply stated that its 
function was to render assjstance in 
emergencies, that famine being a 
chronic condition in China the appeal 
therefore did not involve an emergency 
and thus fell outside the scope of the 
work of the International Red Cross. 
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Surely intolerable is the only word ap- 
propriate to such a state of affairs. 
But even less extreme conditions are 
no longer tolerable. A recent best-seller 
quotes the Younger Pitt, Prime Min- 
ister of Britain during the early days 
of the Napoleonic Wars and the In- 
dustrial Revolution, as saying: “Pov- 
erty is no disgrace but it certainly is 
damn annoying.” The author of this 
best-seller properly pointed out that 
Pitt’s remarks to be applicable to our 
time should be reversed: “Poverty is 
not annoying but it certainly is a damn 
disgrace.” 


Role of the United States 


I believe that prosperity in the sense 
of rising income levels is both achiev- 
able and will be achieved. The tanta- 
lizing question is whether it will be 
achieved with or without freedom. In 
a modest way we in Puerto Rico have 
been trying to exert an influence on 
the answer to this question. But in 
the last analysis by far the most po- 
tent external influence on the ultimate 
answer lies in the policies and actions 
of the United States government. I 
am not competent to prescribe in de- 
tail or even in general what the United 
States should not be doing that it is 
now doing, or what the United States 
should do that it is not now doing. I 
suggest that some of the more impor- 
tant questions are these: 


e@ Is there a reasonable balance be- 
tween United States foreign military 
aid and foreign economic assistance? 

e Within foreign economic assist- 
ance is there a reasonable balance be- 
tween direct grants and loans? 

e Within foreign economic assist- 
ance is there a reasonable regional bal- 
ance? 
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e Is the administration of foreign 
aid unreasonably dominated by the 
Communist challenge? Do we merely 
react, rather than plan and initiate? 

e Was the recent image of United 
States official representation abroad— 
“The Ugly American”—a gross distor- 
tion or does the fictional device, as the 
authors allege in their epilogue, por- 
tray substantial elements of fact? 


e@ Is United States trade policy rea- 
sonably consistent with the objectives 
of United States foreign aid programs? 


Fewer Jets 


It is obviously impossible for the 
outsider to judge whether there is a 
reasonable balance between military 
and economic aid. There is not only 
the inherent complexity of the prob- 
lem but much of the relevant informa- 
tion is classified for security reasons. 
It is my hunch, however, that the in- 
terests of most economically backward 
areas would be better served if they 
received fewer jet fighters and some- 
what more assistance by way of power 
plants in other forms—thermal or 
hydro-electric stations, for example. 


Corrosive Elements 


I cannot judge whether, within the 
total of foreign economic assistance, 
there exists a reasonable balance be- 
tween direct grants and loans. I re- 
peat an observation which frequently 
has been made by others: the indefi- 
nite continuation of substantial annual 
bilateral grants is likely to have a 
progressively corrosive effect on the 
relations between giver and receiver. 
As to the regional balance of foreign 
economic assistance, there is some 
merit in the often-heard contention 
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from Latin Americans that the United 
States has a habit of taking this area 
for granted. I suspect that the admin- 
istration of foreign aid is unduly dom- 
inated by the Communist challenge. 
In any event, I would recall in this 
connection the statement of Henry 
Stimson which I noted earlier: “. 
the essential question is one which we 
should have to answer if there were 
not a Communist alive .. .” 


The Carpetbagger 


What of the portrait of “The Ugly 
American?” While the picture is no 
doubt too sharply drawn, it is also a 
fact that the American carpetbagger 
did not become extinct with the close 
of the reconstruction period following 
the United States Civil War. In an 
earlier day we in Puerto Rico had some 
experience with him. And certainly 
the early postwar years in Germany 
and Japan demonstrated the vitality 
of the same breed. Doubtless the car- 
petbagger still plies his trade in many 
of the areas in receipt of United States 
foreign aid. 
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Dangerous Inconsistency 


Finally, there is the question 
whether United States trade policy is 
reasonably consistent with a massive 
program of foreign aid. As a bureau- 
crat I am often painfully aware of the 
difficulties of achieving consistency 
between government policies and pro- 
grams. The most that probably can 
be expected is a reasonable degree of 
consistency between major policies 
such as, in this case, United States 
trade and aid. I believe that the charge 
that the United States government 
suffers from schizophrenia in these 
areas is sustainable on the record. 
Unless checked, United States protec- 
tionism will in my opinion increasingly 
stultify and probably eventually under- 
mine such efficacy as the United 
States foreign aid programs may have. 
Such a result would surely exert, in 
the wrong direction, a substantial in- 
fluence on the answer to the question 
whether the economically backward 
areas will achieve prosperity with 
freedom. 





GARDNER M. JONES 


Organizational Consequences 


of EDP 


Is electronic equipment mechanizing people? 


Where electronic equipment is being 
newly applied to accounting, planning, 
and record-keeping, the list of neces- 
sary processing activities does not 
change. The same steps of planning, 
recording, analyzing, and reporting of 
business transactions of all sorts must 
be carried out regardless of the mech- 
anisms employed, and a great amount 
of accounting effort is devoted to pre- 
paring for future firm operations. 
However, the methods of both histor- 
ical record-keeping and planning for 
the future may be subject to substan- 
tial alterations, and the organization 
needed for these kinds of activities 
likewise may undergo some change. 
Predictions of likely changes are 
based on two assumptions: (1) most 
of the large American corporations 
have adopted or will adopt electronics 
for business use, either on a company- 
wide basis or for particular segmented 


operations; (2) computers and 
EDPM systems will be developed for 
smaller concerns at prices which will 
yield savings for medium-sized com- 
panies in broad areas and even for 
small concerns in particular opera- 
tions. Present progress in circuit de- 
sign, assembly methods, and miniatur- 
ization of components give hope for 
further reduction in size and cost of 
computer systems over the next few 
years. 


Kinds of Problems 


Many of the operations for which 
this equipment is suitable are not par- 
ticularly complex but simply occur in 
very large volumes. Other problems 
encountered in business which require 
more sophisticated approaches are 
cost-volume-profit relationships, pro- 
duct mix studies, breakeven analysis, 
allocation of production, warehousing, 
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and transportation facilities, control 
of inventories under conditions of un- 
certain demand, and evaluation of op- 
erating alternatives and of capital ex- 
penditure proposals. In many of these 
the form of problem is recurrent, even 
though the specific problem at hand is 
unique. Thus, whenever the general 
form of problem occurs frequently 
enough to justify the effort and cost of 
developing a machine program for so- 
lution, high-speed computer systems 
are called on to make the many in- 
volved calculations needed to solve the 
problem when it arises. 


One characteristic of such problems 
is that their ramifications extend into 
a number of departments. The estab- 
lishment of optimum inventory levels, 
for example, is of concern to the stores, 


purchasing, production, sales, finance, 
and personnel departments, and per- 


haps to others. 

A most important area susceptible 
to electronic recording and reporting 
is the broad field of control of costs and 
revenues, embracing almost every ac- 
tivity of the firm. The attractive pos- 
sibility of developing alternative op- 
erating budgets quickly in advance to 
meet varying operating and market 
conditions is one of the partially ex- 
plored areas of utility for computer 
systems. 

The skills of accountants or indus- 
trial engineers alone may not suffice 
in such complex planning situations. 
The assistance of business-oriented 
mathematicians may be required to 
help procedure-oriented accountants 
and financial personnel to solidify into 
usable formulas relationships previ- 
ously amorphous to them. With the 
improvements that are coming slowly 
in solving these problems, accountants 
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must still provide the service of setting 
up financial and operating guides to 
business; in doing so they may need to 
reach out to the sciences to find the 
most effective methods of providing 
budgetary and planning services. 


Organizational Changes 


In many businesses the most con- 
spicuous organizational result of con- 
version is a change in location of some 
accounting work. Changes are in the 
form of (a) geographic centralization 
and (b) departmental centralization. 
Some large businesses remove a major 
portion of business data handling from 
their outlying offices, centralize rec- 
ords and analysis at one location, and 
send reports. back to the branches or 
district offices. Of course, centraliza- 
tion is not dependent on the use of com- 
puters; punched-card systems without 
computers also offer a basis for cen- 
tralization of record-keeping, with a 
substitution of data transportation 
cost for that of duplicate record-keep- 
ing groups. The potential reduction 
in the overall number of persons con- 
cerned with clerical processes is more 
promising when high-speed computing 
and filing equipment is used in a cen- 
tral location. 

It is fallacious to assume that the 
total cost of record-keeping will be 
less; the point is, that the number of 
persons in purely filing, calculating, 
and transcription jobs will be fewer. 


Restructuring 


The high cost of the processing 
equipment indicates that entire inte- 
grated scheduling, record-keeping, and 
reporting systems must be tied to- 
gether to make the broadest possible 
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use of the equipment. Often a re-struc- 
turing of organization must take place 
to utilize the great potential of the 
machine system. 

Even where electro-mechanical sys- 
tems are in use, the accounting organ- 
ization continues to be divided and 
sub-divided by operative functions. 
Payroll, time studies, sales accounting, 
and production planning tend to serve 
as semi-independent groups, each at- 
tached to some functional unit of the 
business. Each such group assembles 
and analyzes its own information and 
exchanges portions of that informa- 
tion with other groups to meet depart- 
mental needs. The adaptation of data 
from other departments requires a 
great amount of time-consuming tran- 
scription and rearrangement of fig- 
ures. Where punched cards are used, 
much of the work of adaptation is me- 
chanical, but there is still a lot of man- 
ual handling between the many ma- 
chine steps. 


The Necessity for Integration 
of Paperwork 


Electronic data processing equip- 
ment does not solve the problem of re- 
processing of information by each 
group for its needs unless the organ- 
ization for assembling and handling 
information is re-shaped to conform 
to the concept that all paperwork is 
interrelated. If each functional sec- 
tion retains its own peculiar forms and 
procedures along strictly compartmen- 
talized lines, much of the value of cen- 
tralized data processing equipment is 
lost. Multiple-purpose centralized 
handling means the surrender of some 
independence by each of the contribut- 
ing areas, and usually means a migra- 
tion of personnel and procedural au- 
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thority from them to the data center. 
The easy movement of information is 
possible only when clerical procedures 
within departmental lines are super- 
seded by common procedures and a 
pooling of data. 

There is almost universal resistance 
among supervisors to any change 
whereby their scope of authority, as 
evidenced by department size, is re- 
duced. Experience in some companies 
shows that a transition can be made 
smoothly and without serious internal 
repercussions if present employees are 
in on the centralization plan from the 
beginning, if a planned, informed, pro- 
gram of assuring security to old em- 
ployees is carried out, and if compen- 
sation is provided to supervisors suffi- 
cient to offset the loss of status inher- 
ent in cutting down their staffs. Such 
compensation might include opportu- 
nities to join the data processing 
group, transfers with status-gaining 
promotions, more elaborate job titles, 
or any other disposition which would 
offer a gain in status within the organ- 
ization. It would be best if these 
changes were accompanied by a gain 
in pay. 

Centralization of the physical proc- 
ess of data handling does not neces- 
sarily mean surrender of decentralized 
operating management. Branches, 
plants, or operating units supply basic 
data to the central processing group 
and use the information that comes 
back to them, just as if that informa- 
tion were processed locally. Central- 
ized management is a reflection of com- 
pany managerial philosophy, rather 
than of any particular method of pro- 
cessing measurement and control in- 
formation. Centralized accounting does 
require the establishment of uniform 
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methods of data gathering and the 
standardization of report forms. The 
necessity for arbitrating questions of 
form and procedure points to a need 
for a top-level staff which can evaluate 
and prescribe those procedures which 
will accomplish over-all company pur- 
poses. 


The Controller in Data Processing 


EDP systems may ultimately lead to 
increased importance of the controller 
in the corporate organization. While 
the controller certainly should not be 
and cannot be the final authority of all 
corporate financial and production 
matters, the systems-and-procedures 
nature of EDP applications brings to 
the forefront the systems experience of 
the controller’s staff. Development of a 
complete electronic data system is a 
long-term process requiring close col- 
laboration between departments 
throughout the business. The control- 
ler’s staff probably has more experi- 
ence than any other group in getting 
and distributing information across 
departmental lines. The service nature 
of the data processing activity sug- 
gests that its administration should be 
under the controller rather than under 
any operating division. It is doubtful 
that the center is of sufficient adminis- 
trative importance to justify its stand- 
ing as an autonomous agency or as one 
on a par with the treasurer, controller, 
head of production, or head of sales. 


Restructure of Controller’s Staff 


In keeping with the broadening of 
responsibilities of the controller’s 
staff, some rearrangement of his divi- 
sion may take place. A likely realign- 
ment of duties might result in an or- 
ganization consisting of five groups: 
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1. A systems and procedures group, 
charged with development of meth- 
ods for accomplishing information- 
gathering, processing, and report- 
ing throughout the firm. 


2. A budget and planning group, 
charged with preparation of plans 
for prospective activities in regard 
to both production and finance. 


3. A reports group, charged with pre- 
sentation of reports and all out- 
going information services; in- 
cluded would be general account- 
ing, production analyses, payroll, 
cost reports, and statistical studies. 


4. An audit group, charged with de- 
termination of existence of ade- 
quate controls and their effective- 
ness in use. 


5. An operating group, charged with 
performing the actual data proc- 
essing. 


All groups would work closely with 
one another and with production, sales, 
and treasury departments. Particular 
firms may require other arrangements 
of duties to meet the peculiarities of 
their product or personnel. 


The Operations Group 


The operations group includes ana- 
lysts, programmers, coders and ma- 
chine operators for the EDPM and for 
data preparation equipment. Some 
clerical personnel are necessary, of 
course. The operations group might 


include, also, individual information- 
supplying clerks in various locations. 
For instance, a clerk in the receiving 
department of a manufacturing plant 
might be a part of the operations group 
but be stationed in the receiving de- 
partment to record by machine the 
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original transactions occurring there. 
Whether it would be better for the 
clerk to be an employee of the receiv- 
ing department (under plant supervi- 
sion) or of the operations group 
(under the controller’s supervision) is 
an administrative problem for the par- 
ticular organization. Branch plants 
might include a very small data staff to 
collect and transmit information and 
to receive information back from the 
central processing unit for distribu- 
tion locally. There would be no cost 
accounting department, payroll de- 
partment, or books of account at the 
branches. 


Staff Changes 


As is evident in most situations 
where work has been turned over to 
machines, upgrading of personnel 
takes place among accounting staffs as 
electronic methods are applied to ac- 
counting areas. The skills necessary 
for systems work, budgeting, schedule 
making, and analysis command prices 
higher than are customary in routine 
accounting assignments. Almost every 
man, outside of the clerical workers 
and machine operators in the opera- 
tions group, becomes a higher rated 
specialist of some sort, and earns the 
reward of a specialist. 

Problems relating to accounting oc- 
cupy the increasing attention of math- 
ematicians and engineers. It is not at 
all uncommon now to find these men in 
positions of accounting responsibility. 
They team up nicely with men of 
financial or cost accounting back- 
ground to attack managerial problems 
from all sides, and especially to de- 
velop company-wide communication 
system like budgets and cost reporting 
systems. 
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Emphasis on System 


Does the use of equipment which 
understands only one way to do a job, 
and the employment of men who are 
devoted to systematic handling of af- 
fairs, threaten the mechanization of 
people? The area of discretion of 
employees is limited in handling, re- 
cording, or disposing of any transac- 
tion. There is a danger of creating a 
feeling among employees that they are 
hired only to minister to the needs of 
“The Thing.” Yet the danger in ex- 
treme systemization, from the view- 
point of human relations, is no greater 
(and probably no less) in EDP than 
has been experienced in the past in any 
mechanized or volume manual clerical 
operation. Employees welcome relief 
from the type of systemization that 
has been prevalent in office work, i.e., 
monotonous posting, reviewing, or 
checking of masses of almost identical 
papers. If machines will release em- 
ployees for more varied or imaginative 
work, then the systematization that 
goes with EDP should be regarded as a 
step away from the mechanization of 
people. 

Automatic control devices that 
work, whether in plant or office, re- 
duce the number of small crises that 
require executive judgment. Built-in 
procedures which act like automatic 
control devices reduce the number of 
occasions for expediting. The applica- 
tion of electronics leads to new em- 
phasis on systemizing all possible pro- 
cedures, not only because mass data 
processing devices cannot handle af- 
fairs on an individual basis, but be- 
cause automatic control in place of 
many minor decisions releases man- 
agerial talent for more creative ac- 
tivity. 
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DANIEL H. KRUGER 


Employment Problems of the 
Older Worker 


A chief problem is the popular miscon- 
ception of his capabilities. How can his 
employment prospects be improved? 


The problem of aging is as old as 
recorded history. The Psalmist tells 
us: “Cast me not off in time of old age; 
when my strength fails, forsake me 
not.” Some 2,000 years later, in a 
modern dynamic industrial society, we 
hear the same plea from persons who 
cannot find suitable employment be- 
cause of age. There is, however, one 
important difference between the en- 
treaty of the Psalmist and the plight 
of the older worker. The latter fre- 
quently has strength, ability and ex- 
perience which are eroding away 
because they are not being put to good 
use. 

We indeed live in a marvelous age 
of technology. Striking examples of 
our scientific and technical know-how 
dazzles us on all sides. While the en- 
gineering genius of the nation can put 
a complicated satellite into orbit, the 
same nation, as a whole, cannot place 
the older worker in an orbit of mean- 


ingful and useful employment. The na- 
tion has yet to learn how to utilize its 
human resources adequately. It would 
almost seem that the well-worn state- 
ment—people are our most precious 
asset—has an empty ring when one 
considers the number of older workers 
who cannot find suitable employment. 

In order to understand the employ- 
ment problems of older workers one 
must consider the importance of em- 
ployment. Having a job, earning a 
livelihood is, for most people, more 
than a utilitarian device for obtaining 
income in order to provide the neces- 
sities of life for themselves and their 
dependents. It is the basis for social 
standing. Self-respect, a feeling of 
worth, a sense of well being are all 
related to having a job. In the words 
of Professor Wilma Donahue, “we 
measure our success in terms of what 
we accomplish in the work-a-day 
world.”! For people past the middle 
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of life, making a living in the United 
States is a time-absorbing function in 
the pursuit of which the individual be- 
comes accustomed to spending the best 
part of his day. People, by and large, 
not only want to work; they are in the 
habit of working. According to Pro- 
fessor Otto Pollak, blocking behavior 
patterns which are the result of long- 
time conditioning creates, in many in- 
stances, serious psychological discom- 
forts. 

This observation brings into sharp 
focus the fact that the interest in the 
older worker has more than an eco- 
nomic dimension. The loss of oppor- 
tunity to make a living is more than a 
loss of income or the loss of a produc- 
tive citizen in the community. We are 
concerned not only with the economic 
problem but with the capacities and 
opportunities of our older citizens to 
maintain a worthwhile existence, so- 
cially, psychologically and physiologi- 
cally. Useful employment, therefore, 
is a human need which cannot be satis- 
fied by the assurance of income alone. 

Who is an older worker? Is he a 
person who has reached a certain 
chronological age or one whose capac- 
ities have declined specifically because 
of his advancing years? One definition 
of an older worker is one who wants to 
work and is able to work but is denied 
employment or finds his employment 
opportunities restricted because of his 
age. This chronological barrier varies 
widely. For example, it may be 30 
for airline stewardesses, or 45 for 
telephone linemen. These are age re- 
strictions which companies apply arbi- 
trarily. Another definition of the 
older worker is one who has reached 
the chronological age of 45 years. The 
two definitions are not poles apart: 
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persons 45 and over are the ones who 
experience the greatest difficulties in 
finding suitable employment. 

Relative to the employment prob- 
lems of the older workers, interest is 
in those who are able, willing and look- 
ing for work. This definition under- 
states the magnitude of the problem 
because it does not include those who 
have withdrawn from the labor force 
because of their inability to find a job. 
One can easily get discouraged after 
having been told many times that there 
is no employment available and then 
see younger persons successful in their 
bid for employment at the same place 
of business. 


SIZE OF PROBLEM 


Much is heard these days about the 
population growth of the United 
States. In 1900, the population of the 
country was nearly 76 million; in 1950 
it was 150 million. It was estimated 
that the total population in 1958 was 
175 million. Between 1900 and 1950 
the population almost doubled. Since 
1950 the population has increased by 
16 percent. While the population has 
been growing, it also has been aging. 
According to the Bureau of Census 
data, during the period 1900-55 the 
number in the 45 to 64 age group 
tripled and the 65-and-over age group 
quadrupled. The marked decline in 
the birth rate between the two World 
Wars and the increased life expectancy 
help to explain these significant 
changes in the structure of the popula- 
tion. 

It is estimated that the older and 
the younger age groups will continue 
to grow at a faster rate than those of 
the intermediate age groups for some 
years to come.+ In the census projec- 
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tions of population for 1955 to 1975, 
the age group 45 and over will increase 
84 percent and the group under 25 
years of age will increase by 58 per- 
cent. The age group 25-44 will increase 
by 13 percent. The impressive growth 
in the number and proportion of 
younger persons in the population will 
present serious problems for older 
workers. The entrance of such large 
numbers of younger persons into the 
labor force will create stresses and 
strains in the labor market which will 
affect the employment opportunities 
for the older workers. 

The magnitude of the problem is 
brought into sharp focus by the Bu- 
reau of Census labor force projection 
for 1975. It is estimated that jobs 
must be provided for at least 7.2 mil- 
lion persons age 45 and over in addition 
to those in that age group now in the 
work force.5 Viewed another way, 
there will be on the average 360,000 
additional workers age 45 and over in 
the labor force each year from 1955 to 
1975. 


The Major Difficulties 


The older person who is seeking em- 
ployment encounters major difficulties 
and roadblocks. The first of these may 
be lumped together as real difficulties 
while the second can be classified as 
imagined. While the latter are imag- 
ined they are real in the sense that 
both workers and employers are influ- 
enced by them. They are imagined in 
that they have little or no basis in fact. 
All too frequently employment oppor- 
tunities for older workers are denied 
because of prejudices on part of em- 
ployers. 

The first real difficulty, then, is the 
arbitrary age restrictions themselves 
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which employers have _ established. 
Moreover, the policies of the unions 
also have created situations which have 
affected the employment of older work- 
ers. Thirdly, the individual older 
worker has contributed to the magni- 
tude of the problem. 


The Role of the Unions 


Regarding the unions’ role, the un- 
ions have sought to protect the job 
rights of the older workers through 
seniority rules and contract provisions 
against arbitrary discharge. Such pro- 
visions, it should be noted, are of 
greater benefit to the employed older 
worker than to the unemployed one. 
The seniority clauses have hindered 
the employment of older workers. Per- 
sons with long seniority, when unem- 
ployed, are at times reluctant to accept 
employment at another company be- 
cause it means that all seniority will be 
lost. If they accept employment they 
will be placed at the bottom of the sen- 
iority list. By the same token, employ- 
ers are reluctant to hire older workers 
with long seniority at another firm be- 
cause they know that employees will 
leave when recalled by their former 
employers. 

The individual employee has the prob- 
lem of finding a job appropriate to his 
skills and experience. A person may 
be the best buggy repairman in the 
country but who rides in a buggy these 
days? In other words, the changing 
nature of employment opportunities 
has brought about a change in the 
kinds of skills needed in today’s labor 
market. Change is all about us, and 
older workers must recognize the ad- 
justments they must make to compete 
successfully in the labor market. 
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Employers’ Misconceptions 


Employers hold certain attitudes to- 
wards hiring older workers. Their 
hiring practices reflect these attitudes 
which in turn restrict the availability 
of job opportunities for older workers. 
What are the prevailing attitudes of 
employers for not hiring older work- 
ers? A Department of Labor study 
examined the hiring and retention 
policies and practices of employers re- 
garding older workers in seven major 
labor markets. Among the reasons 
cited most frequently by employers 
which adversely affect the hiring of 
older workers are: 


e Older job seekers cannot main- 
tain normal production stand- 
ards. 


e Older job seekers cannot meet 
company physical requirements. 


e Older workers are inflexible; 
they are too set in their ways; 
they resist change. 


e Hiring older job seekers must 
necessarily increase pension and 
insurance costs. 


e Older workers are excessively 
absent from work. 


There are other reasons but these 
five will suffice to indicate the scope of 
employer attitudes toward hiring older 
persons. It is apparent that employ- 
ment practices have failed to accom- 
modate themselves to significant popu- 
lation changes, i.e., the aging of the 
labor force. Restrictive hiring prac- 
tices bar older job seekers from em- 
ployment principally because of age. 
There are a number of studies conduct- 
ed by government, industry and edu- 
cational institutions which reveal that 
employers resort to “conventional wis- 
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dom” in restricting job opportunities 
for older workers. Let us examine the 
findings of some of these studies to 
determine the factual basis for such 
widespread employer views. 

One of the major reasons most fre- 
quently cited by employers for limiting 
the hiring of older workers was their 
inability to maintain normal produc- 
tion standards.? Since this view is so 
widespread, the U.S. Department of 
Labor set out to examine the relation- 
ship between age and work perform- 
ance.8 Output data were obtained for 
about 2,200 production workers in eight 
manufacturing establishments in two 
industries: footwear and men’s cloth- 
ing. Because of the difficulties involved 
in such a study, only limited conclu- 
sions can be made.® The data show 
that output per man-hour remained 
fairly stable through age 54 and de- 
clined slightly for the 55-64 age group. 
When individual performance records 
were examined it was found that vari- 
ations in the output of persons in the 
same age group were very large. These 
variations, in fact, were greater than 
the differences in average output 
among age groups. Many workers in 
the older age group, (55-64) had a 
higher output than younger persons 
doing comparable work.!9 These data 
emphasize the point that an employer 
should evaluate the potentialities of 
each individual applicant rather than 
draw conclusions from his chronologi- 
cal age. There are older workers who 
can and do maintain production stand- 
ards. 

Many employers have established 
pre-employment physical examinations 
as a part of their hiring practices. 
These examinations, in essence, define 
the physical standards of employment. 
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As would be expected, older workers 
usually find it more difficult to meet the 
physical requirements. In the seven 
labor market survey the Department 
of Labor found that one in every ten 
workers under age 45 reported physi- 
cal. handicaps.11 The proportion in- 
creases with age. Among the job seek- 
ers 45-55 years of age, it was one out 
of seven. For workers in the 65-and- 
over age group, it is one out of four. 
This should not be surprising. Rela- 
tively more older workers are apt to 
have physical handicaps than younger 
workers because they have been ex- 
posed to hazards both occupational and 
otherwise for a longer period of time. 

Not all older workers are physically 
unfit. There are those who can meet 
company physical standards. Others 
could probably do so if employers 
would relax their high physical stand- 
ards somewhat. All jobs are not stand- 
ardized; all jobs do not make the same 
physical demands on all workers. Thus 
it would seem that high inflexible 
standards are not actually required of 
all workers for all jobs. 


The Handicapped 


Those older job seekers who are 
physically handicapped present a dif- 
ferent type of employment problem. 
There are other federal and state pro- 
grams designed to help such persons. 
There is a tendency to lump together 
both the physically handicapped older 
worker and those older workers in 
good health, which distorts the employ- 
ment prospects of the latter. Persuad- 
ing an employer to hire physically able 
older workers is a difficult task.12 It is 
even more difficult if the older job 
seeker is physically handicapped. Thus 
some differentiation should be made 


EMPLOYMENT PROBLEMS OF THE OLDER WORKER 33 


between the two groups of older work- 
ers. While both the physically fit older 
worker and the physically handicapped 
older worker seek employment, there 
are two sets of problems which require 
different approaches. To treat them 
as one and the same kind of employ- 
ment problem complicates the hiring 
of those physically able. 


New Tricks 


“You can’t teach an old dog new 
tricks” is a common expression, but 
does this apply to older workers? Un- 
fortunately there are employers who 
view the older worker and old Fido 
both as being too set in their ways. 
Employers restrict employment op- 
portunities to older workers on the 
grounds that they lack flexibility, are 
hard to train, lack versatility, resist 
change and are unwilling to accept 
new ideas.13 Such generalizations are 
essentially subjective. Only by individ- 
ual evaluation can their validity be de- 
termined. There are studies which 
indicate that there are significant dif- 
ferences among individuals at any 
given age.14 

Older persons can and do learn new 
techniques. In a rote performance task 
by age groups, it was found that some 
persons in their fifties and sixties re- 
quired more trials, made more errors 
and required more time to complete the 
task than did persons in their twen- 
ties.15 There were, however, signifi- 
cant variations between individuals in 
the higher age groups. Some of the 
persons in the fifties and sixties were 
learning as readily as the majority 
in the younger age ranges. 

The notion that all older workers are 
reluctant to make considerable adjust- 
ment in their work patterns does not 
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stand up when the facts are examined. 
Studies made by state employment se- 
curity agencies indicate that a signifi- 
cant number of workers age 45 and 
over who have been placed on new jobs 
“are willing to accept changes once 
they face realities of their employ- 
ment problems.”16 Approximately 57 
percent of the workers changed indus- 
trial division while almost 40 percent 
made occupational changes.!7 In both 
instances men tended to change more 
often than women. 


Change in Pay 


In addition to the above changes, 
there were pay changes among these 
older workers.18 Thirty percent re- 
ceived the same pay as they had pre- 
viously. Another 18 percent were 
placed in jobs at a higher pay than 
they had been receiving in their pre- 
vious employment. Forty-five percent 
accepted jobs at a lower pay than in 
their previous employment. 

The significance of these studies is 
that those older workers placed by the 
employment service did accept changes 
in industry, occupation and pay. Thus 
it would seem that the ability of older 
workers to obtain new employment de- 
pends in some measure on their willing- 
ness to accept change.!9 Older work- 
ers, by and large, recognize that 
changes must be made if they are to 
compete successfully in the labor mar- 
ket. 


Pension and Insurance Costs 


Employers often cite pension and 
insurance costs as a barrier to the em- 
ployment of older workers. Their ar- 
guments are generally of two kinds: 
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1. Hiring older job seekers in- 
creases pension costs. Providing 
adequate pension rights is held 
to be more costly for an older 
new employee than for a younger 
one. 


2. Permitting older new employees 
to waive pension rights or to 
earn less than “adequate” rights 
would create an unfavorable pub- 
lic reaction toward the employ- 
er.?0 


To examine these arguments fre- 
quently cited by employers the Secre- 
tary of Labor in 1956 invited a group 
of experts from the pension and insur- 
ance fields to participate in a series of 
discussions to clarify the issue of pen- 
sion and insurance costs on hiring pol- 
icy and practice. In its report the com- 
mittee states that: 


It is abundantly clear that pension and insur- 
ance costs need not stand in the way of the 
traditionally sound personnel policy of hiring 
on the ability to do the job, regardless of age 
or other non-performance specifications.?1 


The report states the real and ulti- 
mate costs of pensions are the amounts 
finally paid out to the employee during 
his period of retirement, not the cur- 
rent contribution.22 The ultimate cost 
depends on the terms of the pension 
plan and on future developments which 
are more likely to affect the costs for 
the younger man over his longer period 
of working life than those for the older 
man over his shorter period.?3 It is 
true that the contributions to the pen- 
sion fund for younger employees are 
lower because the employer can spread 
the costs over a longer period of time. 
The funds invested accumulate and 
earn compound interest over a longer 
period. There are, however, counter- 
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vailing factors which tend to reduce 
the age-cost differentials and may even 
balance them out. The impact of these 
factors which tend to be cumulative 
increase pension costs more than pro- 
portionately over time.?4 


Life Expectancy 


One of the factors tending to lower 
the relative costs of pensions for older 
workers is the extension of life ex- 
pectancy. As persons live longer, the 
period of retirement will be lengthened, 
increasing the total amount of pen- 
sion. An employee 35 years of age to- 
day will live more years after reaching 
age 65 than will the employee who is 
50 years old today. As a result the 
employee of 35 will collect his pension 
for a greater number of years than will 
the employee of 50. Of course, if the 
normal age of retirement is raised, e.g., 
from 65 to 70, the period of benefit 
payments is shortened and the costs 
of pensions will be reduced.?5 


The Terms of the Plan 


The second factor affecting pension 
costs is the terms of the plan. Most 
private plans in operation today pro- 
vide benefit payments which are re- 
lated to length of service, to the levels 
of current or future earnings or both. 
If benefits are related to length of serv- 
ice, the current cost of providing pen- 
sions for older workers will not be 
substantially higher, since the benefit 
formulas generally result in lower ben- 
efit payments for the older worker 
because of his shorter period of serv- 
ice. If, on the other hand, benefits are 
related to future earnings, such as the 
last five years, last ten years, or high- 
est five years of earnings, there is a 
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probable cost advantage in having old- 
er workers.?® An employee of 30 or 
35 has a much greater chance to in- 
crease his future earnings than does 
an employee of 45 or 50. The younger 
employee has a longer time in which 
to increase his individual earnings (on 
which the pension will be based) 
through experience, added skills and 
knowledge and seniority. Experience 
has shown that pension plans have 
been revised from time to time to keep 
benefit payments in some reasonable 
relationship to levels of terminal earn- 
ings.27 In all probability such revi- 
sions will continue to be made as the 
general levels of earnings increase. 
Thus pension benefits paid to the 
younger new employee on retirement 
will be higher than would appear from 
his current earnings. Higher benefit 
payments will increase the costs of 
pensions. 

The cost of private pension plans 
should not be a real obstacle to the 
employment of older workers. The 
notion that pension costs are higher 
for older workers does not stand up 
when the facts are considered. There 
is, however, another aspect to the pen- 
sion argument which employers use in 
denying employment opportunities to 
older workers. They are fearful of cre- 
ating an unfavorable impression by 
retiring older workers with few years 
of service with little or no pension.2& 
The basis for such fears has been re- 
moved or greatly reduced by the broad- 
ened coverage and increased benefits 
under the Social Security Act (OASI). 
It has been estimated that single men 
age 45 to 64 working steadily, at pres- 
ent day wages, will have earnings suf- 
ficient to qualify them for monthly 
social security benefits averaging 
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$100.29 Furthermore, an increasing 
number of older workers are acquiring 
vested rights to some private pension 
benefits in previous employment. Thus 
with social security benefits plus vested 
pension rights, a modest supplemen- 
tary pension such as could be earned 
in ten years or less under most pension 
formulas ought not to subject the em- 
ployer to unfavorable criticism.?° 


Compensation Rates 


Employers also claim that the costs 
of insurance, such as workmen’s com- 
pensation, sickness and accident and 
group life insurance, greatly increase 
when older persons are hired. Since 
there is widespread belief that older 
workers are more accident prone, it is 
assumed that insurance rates to cover 
job-connected injuries are higher for 
the older workers.*! There is little 
evidence available to indicate that age 
is a significant factor in determining 
workmen’s compensation rates. Cor- 
son and McConnell point out that there 
is no clear evidence that the employ- 
ment of older workers raises work- 
men’s compensation rates.*2 

The rates charged by insurance com- 
panies for ordinary health and acci- 
dent insurance are not generally af- 
fected by the age of the employee. 
Since the risk is so widely diffused this 
kind of protection is relatively inex- 
pensive. The costs of such insurance 
depend largely on type of coverage and 
number of dependents. Thus the costs 
may be lower for older age groups 
where dependents are usually fewer 
and maternity is no longer a significant 
hazard.33 

The cost of life insurance increases 
with age. Premiums for group life in- 
surance are normally based on the age 
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structure of all covered employees as 
a group. One distinctive feature of 
group life insurance is that it is writ- 
ten without medical examinations. The 
amount of insurance for each employee 
is definitely fixed by some rule or pre- 
determined schedule, e.g., broad wage 
groups. Under the contributory plan 
in which employer and employee share 
the cost, each employee, without regard 
to age, pays a fixed level rate, usually 
about 60 cents or so a month for each 
$1,000 of insurance. The premium 
rates, however, are affected by changes 
in the age composition of the group. 
As the average age of the group in- 
creases adjustments are made in the 
premium rate. The cost of such pro- 
tection is not significantly higher for 
older workers because normal labor 
turnover tends to produce a relatively 
stable age group.*4 If these benefits 
are continued in retirement, costs can 
be of some importance because the in- 
cidence of the risk becomes high. Al- 
though life insurance is often carried 
over into retirement, the benefits pay- 
able are usually reduced, e.g., half or 
less of the amount in force during ac- 
tive employment. Costs for sickness 
and accident insurance, if also contin- 
ued into retirement, may be substan- 
tially increased unless the benefits pay- 
able are limited to particular amounts 
and duration. 


The Total Package 


The pension and insurance experts 
who prepared the Labor Department 
report suggested that employers lump 
together all insurance (workmen’s 
compensation, sickness and accident, 
and group life) and pension costs into 
a benefit package and examine the 
costs of each in terms of the total pack- 
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age.35 By so doing employers may get 
a more rational view of pensions as 
one element in the cost of doing busi- 
ness. Furthermore, if maternity costs 
for dependents are included, employ- 
ers may find that the cost of benefits 
other than pensions may be less for the 
man of 55 than for the man of 35.36 
The insurance experts concluded that 
selective hiring of new older workers 
can hardly add a fraction of a percent 
to the current annual charges for the 
total benefit package.37 

Employers also claim that older 
workers are excessively absent from 
work because of illness and for other 
reasons. The U.S. Department of La- 
bor studied the attendance records of 
4,000 production workers in footwear 
and clothing plants. The data show 
that there is no appreciable relation- 
ship between attendance rates and 
age.38 In a study of office executives 
in New York, only one respondent out 
of 118 indicated that the turnover and 
absenteeism record of older office 
workers is worse than that of younger 
people.3® In another Department of 
Labor study, employers in seven cities 
reported that their older workers have 
consistently less absenteeism and are 
more apt to stay on the job.4° From 
these studies it appears that older 
workers in both production and office 
have good attendance records. 


Waste of Resources 


There are many other available 
studies which refute the misconcep- 
tions held by employers relative to the 
hiring of older workers. Despite these 
studies the attitudes of employers erect 
formidable obstacles in the path of old- 
er workers in their bid for employ- 
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ment. This is done by the simple 
method of setting arbitrary age limits. 

Steps must be taken to minimize this 
deplorable waste of the human re- 
sources of the nation. There is no 
single solution. Constructive action in 
ameliorating the employment problems 
of older workers requires a whole se- 
ries of solutions. The nature of the 
problem is such that the solutions of 
1959 might not work in 1965 or 1970. 
As Evan Clague has pointed out, “It 
behooves the community to take con- 
tinuous stock of this unfolding prob- 
lem.” 

Included among the possible solu- 
tions for improving the employment 
prospects of older workers are: 


1. The creation of a considerable 
number of new jobs would cer- 
tainly help the situation, but this 
is no panacea. Older workers 
must possess the necessary skills 
reqiured for such jobs if they are 
to compete successfully in the 
job market. 

2. A revision of employers’ hiring 
policies and practices is needed. 
If employers would hire on the 
basis of individual merit rather 
than on chronological age many 
qualified older workers could ob- 
tain suitable employment. 

3. Through job engineering pro- 
grams, engineers could redesign 
jobs to make them fit older peo- 
ple. Such a step would compen- 
sate for the decline in the abili- 
ties of those older workers who 
are still productive employees. 

4. The whole area of retirement 
needs critical examination. Re- 
tirement on a mass scale is a rela- 
tively new phenomenon in Amer- 
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ican life. It is a by-product of 
an industrial society with social 
insurance and industrial pen- 
sions. Proper and well-conceived 
preparation for retirement pro- 
grams may help employees to 
understand and more readily 
accept their retirement. Another 
possibility is the inauguration of 
selective retirement programs 
recognizing that all persons do 
not decline at the same rate. 
There are other aspects of retire- 
ment programs which affect the 
employment of older workers. 


5. Before constructive action can 
be taken, the community must 
recognize the existence of the 
employment problems of older 
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workers. Once they are recog- 
nized and identified, efforts must 
be expended in developing work- 
able solutions. 


The above are only a few of the many 
remedial steps which can be taken in 
improving the employment prospects 
of older workers. These are briefly 
presented to indicate that there are 
solutions available. The situation is 
grave but’ not hopeless: the commu- 
nity does have alternative courses of 
action. Either every effort must be 
made to find suitable employment for 
those older workers who are willing 
and able to work or the community 
will face the prospects of an increasing 
number of unemployed older workers 
dependent upon public support. 
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SHERRILL CLELAND 


Local Input-Output Analysis: 


A New Business Tool 


The Kalamazoo Table: prototype of more accurate 


analyses of interindustry relations in a microeconomy 


Local leaders in business and govern- 
ment have long wished that they could 
trace the total local impact of a given 
economic activity, as its direct and in- 
direct effects spread out into the com- 
munity or region in which that activity 
was taking place. A tool that could pro- 
vide this kind of information would be 
a local input-output table and local in- 
put-output analysis. Naturally, not all 
of the direct and indirect effects of a 
specific economic event could be pre- 
cisely traced, for this tool is not per- 
{<ct; but certainly a more meaningful 
understanding of the total impact of 
the event would be possible. 

It is therefore of significant interest 
that in the fall of 1955 a number of 
organizations in Kalamazoo, Michigan 
began collecting data designed to meas- 
ure the interplay of economic forces 
within the Kalamazvo County area. 
Serving as an economic laboratory for 
the nation, the Kalamazoo survey 


sought to determine the combination 
of factors which explain the way a 
local area earns its living. These data, 
now collected, compiled, and organized, 
have been used to construct the first 
local input-output table of a medium- 
sized city, and presumably, of a city 
of any size anywhere else in the world.1 
As a prototype for future studies un- 
dertaken in other local communities 
and as a pioneer study in the develop- 
ment of a methodology to apply input- 
output analysis to local areas, the Kal- 
amazoo table merits the attention of 
interested business men everywhere. 
As an indication of the use of local 
input-output analysis, let us take the 
paper industry in Kalamazoo as an 
example. What can be discovered about 
it that was not known before? In the 
first place, the different industries, 
both locally and outside the area, that 
use its products can be determined 
merely by looking at the table. And 
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this is important information which 
any specific local paper firm or the 
local paper industry has no other way 
of knowing, since most of these paper 
products produced locally go to inter- 
mediate producers before they get to 
the final consumer. The table also 
shows to a local paper firm its share 
of the paper business created locally; 
and by comparing the local table with 
a national table its share of the na- 
tional market can be determined. In 
the same way one can also determine 
the Kalamazoo paper industry’s share 
of the national market. 

Using the local input-output table, 
it is possible to assess both the direct 
and indirect local impact of an increase 
in the demand for Kalamazoo paper 
products generated from outside the 
area. The direct impact is fairly easy 
to determine. The indirect impact, 
however, is impossible without input- 
output analysis, for the increase in 
paper demand generates an increase in 
the demand for labor, power, trans- 
portation, machinery, etc. And the in- 
creased demand in those sectors gen- 
erates demand, in smaller amounts of 
course, in other sectors and even back 
to the paper industry. This initial im- 
pact generates secondary, tertiary, etc., 
pressures just as a stone thrown into 
a pond generates numerous, but suc- 
cessively weaker, ripples. 

As a concrete example of the infor- 
mation which a local input-output table 
provides, assume that the nonlocal de- 
mand for Kalamazoo paper products 
increased by $10 million. (This is an 
increase of less than 6 percent, for 
total nonlocal sales of paper products 
produced in Kalamazoo County in 1954 
exceeded $170 million.) This increase 
in paper product sales would result in 
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direct and indirect demand for in- 
puts (raw materials, labor, transporta- 
tion, etc.) in Kalamazoo County of 
$16,250,000. Households would gain, 
directly and indirectly, $3,800,000; re- 
tail trade would expand $450,000 due 
to the increased paper business; trans- 
portation would expand $100,000; and 
local government revenue would in- 
crease $175,000. All but five of the 35 
local sectors of the Kalamazoo table 
would profit directly or indirectly from 
this external increase in the demand 
for paper products. 

And so it goes. Small wonder that 
such a question as the total direct and 
indirect influence of the paper indus- 
try in Kalamazoo on the community 
has had to go unanswered! To answer 
such a question requires data and in- 
formation which are very laborious to 
obtain; and these data must then be 
subjected to complicated mathematical 
analyses, requiring the use of an elec- 
tronic computer, before the answer can 
readily be worked out. With its local 
input-output table, however, this valu- 
able information is now available for 
Kalamazoo County. 


THE LIFT PROJECT 


The data for the Kalamazoo County 
Input-Output Table were gathered as 
a part of a larger study conducted by 
the National Planning Association. 
Early in 1955 the NPA, with financial 
support from the Ford Foundation, 
undertook a research project into the 
Local Impact of Foreign Trade, gen- 
erally referred to as the LIFT Project. 
The study was designed to assess the 
stake of selected individual American 
communities in foreign trade. 

Not only were the direct local ex- 
ports to foreign countries to be as- 
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sessed, but also the potentially more 
important indirect exports, where local 
firms supplied exporters elsewhere 
with products to be exported later. The 
LIFT Project also hoped to examine 
the dependence of local communities on 
imports and also the damage to local 
firms from “competitive” imports.? 
The research project was designed to 
make a study in depth of three differ- 
ent types of representative American 
cities. 


Communities 


The cities selected for the NPA- 
LIFT study were Gloversville, New 
York; Kalamazoo, Michigan; and Mo- 
bile, Alabama. Gloversville was selected 
as a medium-size American city dom- 
inated by one industry (the glove in- 
dustry) that might be sensitive to 
competitive imports. Kalamazoo was 
chosen as a representative medium-size 
American city with diversified in- 
dustry oriented toward the national 
rather than the international market. 
Mobile was chosen as a seaport city 
dominated by a surrounding agricul- 
tural environment. These cities became 
the testing ground for LIFT. 


Methodology 


The orientation of the LIFT study 
was methodological. Although the 
LIFT committee felt that the cities 
chosen were representative cities, the 
success of the project from a national 
viewpoint was to be measured by the 
methodological techniques developed. 
Could other communities or areas in- 
terested in the local impact of foreign 
trade in their communities conduct 
studies and collect data that would pro- 
vide them with the valuable, although 
formerly unobtainable, information? 
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An affirmative answer to this question 
was their goal. Therefore, interesting 
and valuable by-products of the study 
were to be left to local groups in the 
selected cities for development and ex- 
ploitation. This report deals with those 
valuable by-products received by the 
Kalamazoo community. 

To assess the local impact of foreign 
trade on a community, the most feas- 
ible approach, methodologically, ap- 
peared to be the development of a local 
input-output table. The construction of 
such a table provides special problems 
of data collection, for accurate statis- 
tical information is not available in de- 
tailed form at the local level. 

In order to meet this problem in the 
Kalamazoo area, the National Planning 
Association joined with two local or- 
ganizations, the W. E. Upjohn Institute 
for Community Research and Kalama- 
zoo College. Other groups, such as the 
Kalamazoo Chamber of Commerce and 
the city government of Kalamazoo, lent 
their support. The role of the com- 
munity organizations was to collect 
from local industry the detailed and 
confidential data needed to develop the 
input-output table. 

The success of the LIFT project was 
dependent upon the accuracy and com- 
pleteness of the data assembled. For 
various local reasons, the collection of 
the necessary, usable data was most 
successfully accomplished in Kalama- 
zoo, and one of the conclusions of the 
NPA group was that the active cooper- 
ation of local organizations is neces- 
sary to ensure the success of the data 
collection. 


THE KALAMAZOO TABLE 


Until now, interindustry economics 
or input-output analysis has been con- 
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sidered a tool of the giant firm in the 
large industry that has a significant 
share of the national market plus the 
resources to utilize electronic comput- 
ers. The small firm, the localized firm, 
has been an interested observer of the 
usefulness of this new management 
tool. Obviously, the initial development 
of one local ‘nput-output table does 
not radically change this picture, but 
it does raise the hope and the challenge 
to smaller businesses that locally 
oriented interindustry tables may offer 
to them a whole new kind of hitherto 
unobtainable information which will 
aid them in the important decision- 
making process. 

It is important, of course, that the 
claims of the Kalamazoo table’s use- 
fulness not be exaggerated. Although 
every effort was made to gain ac- 
curacy, the data upon which the table 
is based are not uniformly accurate. 
Some of the industry sectors are, at 
best, shrewd estimates. Furthermore, 
the data utilized are for 1954. As a 
community changes in size and in in- 
dustrial structure and technology, the 
data will become less accurate and 
eventually obsolete; but past experi- 
ence with national tables indicates that 
this need not come about for eight or 
ten years. In spite of these limitations 
— and the ones mentioned are only il- 
lustrative — the information provided 
by a local accounts table offers a use- 
ful tool. 


Its Usefulness 


But what does a local input-output 
table look like and what can it do? 
A standard national input-output table, 
generally available for at least the past 
decade, is a collection of statistical in- 
formation separated industry by in- 
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dustry and organized into a crossword- 
puzzle-like picture. The horizontal or 
row part of the table indicates the part 
of total production (output) of indus- 
try 1, for example, that is used by each 
other industry, while the vertical or 
column part of the table indicates for 
the same industry the sources and 
amounts of raw materials (inputs) 
needed from each other industry. By 
including households, government, and 
capital formation as payments sectors 
and final demand sectors of the table 
and treating them as industries, the 
input-output table shows the relation- 
ship of each sector of the economy to 
the other sectors and gives a statistical 
glimpse at the whole economy. Table 
1 shows a sample eleven-sector nation- 
al input-output table.+ 

To trace through a set of trans- 
actions on the table, examine industry 
3, metal products. Looking at Row 3, 
one sees that total output of the metal 
products industry is $118 billion. Six- 
teen billion dollars of industry 3’s out- 
put is sold to industry 1, the agricul- 
ture industry; $2 billion of output is 
sold to industry 2, the minerals in- 
dustry; $12 billion of output is ex- 
ported ; etc. This shows how the output 
of the metal products industry is di- 
vided among its customers. 

To understand the inputs that the 
metal products industry will use, one 
must read down Column 3 and relate 
this to each other industry. The $46 
billion for households is obviously the 
wages, profits, etc., paid for the labor 
input: Table 1, then, indicates what a 
regular input-output table looks like 
as well as indicating the kind of infor- 
mation it supplies. 

A local input-output table poses a 
special problem. It has to show both the 
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TABLE 1 
SAMPLE, ELEVEN-SECTOR, NATIONAL INPUT-OUTPUT TABLE* 
(Figures are in billions of dollars) 
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*Adapted from Miernyk, W. H., A Primer of Input-Output Economics 
TOutputs rows indicate sales to industries and sectors along the top ‘of the table from the industries named in each row at 


” _ of the table. 


of on column. 


relationships among industries intern- 
ally within the local area and also the 
relationships of local industry to the 
rest of the country and the rest of the 
world. In other words, a closed local 
system is needed plus appendages to 
show external dependencies. Table 2 


uts columns indicate purchases from industries and sectors at the left of the table by the industry listed at the top 


illustrates the structural nature of the 
local input-output table as developed 
from the Kalamazoo data. The actual 
table, however, is much larger and has 
a 36-sector local unit, a 79-sector non- 
local purchases unit, and a 63-sector 
nonlocal sales unit. 
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TABLE 2 
SAMPLE KALAMAZOO COUNTY INPUT-OUTPUT TABLE, 1954* 
LOCAL SALES LOCAL SALES 
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Interpreting the Data 


At present, the Kalamazoo County 
Input-Output Table is unique in its 
structure and in the information it pro- 
vides. Obviously it does not solve all 
problems. It is but one additional tool, 
albeit an important one, to add to the 
management kit. One cannot look at the 
table and get direct answers, but it 
does provide the raw material from 
which computations can be made. 

A few potential answers that the 
local input-output table might provide 
for an individual firm or industry are: 


e Where the demand for a local 
product ultimately lies. 


e How dependent an industry is on 
a local community. 


e How effective unemployment 
compensation payments are in 
maintaining local purchasing 
power in a local recession. 


e@ Whether the input demand of a 
certain industry warrants the 
entrance of a local supplier. 


Getting exact answers to these ques- 
tions is impossible for individual firms 
but by utilizing local interindustry 
analysis more complete information is 
available in a usable form and more 
meaningful decisions can therefore be 
made. 

In the field of marketing,5 the local 
table indicates the importance of non- 
local and foreign trade to the area and 
to industry in the area. A firm may be 
able to compare its sales distribution 
with those of other firms in its in- 
dustry and determine its share of the 
various markets in relation to local 
competitors. The degree of local mar- 
ket penetration by nonlocal industry 
firms is also indicated. 
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Changes in local government spend- 
ing, such as increased school construc- 
tion, will create both a direct and an 
indirect impact on the community 
which can be more easily assessed. This 
will also hold true for expended state 
spending or federal spending (e.g., a 
defense contract) on local products and 
local inputs. 


The local input-output table as de- 
veloped shows that the direct local im- 
pact of foreign trade on Kalamazoo in 
1954 was minimal. Slightly more than 
1 percent ($11 million) of total Kala- 
mazoo produciion was sold directly 
abroad, while somewhat more than 214 
percent ($24.5 million) of the inputs 
utilized locally were foreign imports. 
However, the Kalamazoo table indi- 
cates that at least as much local pro- 
duction was sold to firms outside the 
area to be used by them for the further 
production of goods for export. If ad- 
dition to this, the $11 million of direct 
exports required somewhat more than 
$3 million of local activity to supply the 
export firms with goods and services. 
Assuming that the indirect exports 
produced in Kalamazoo created an 
equal amount of local business, the total 
direct and indirect impact of foreign 
trade in Kalamazoo is about 314 per- 
cent of local net income — a more sub- 
stantial figure. Whether this reliance 
of Kalamazoo on foreign trade will 
grow even larger with the coming of 
the St. Lawrence Seaway, only time 
will tell. 

Data on wages and salaries paid to 
local residents vs. nonlocal residents 
show the cohesiveness of the local labor 
market area. Such data as these may 
be useful in community planning, mar- 
ket developments, or economic projec- 
tions. The secondary impact of the en- 
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try of a new firm (on power needs, 
local government costs, etc.) can be 
more easily assessed. The local table 
provides a source of data formerly un- 
available. 


Conclusion 


Interesting and useful as the Kala- 
mazoo table may be, its usefulness 
would be multiplied if there were other 
local accounts tables for comparison 
and contrast. Obviously, the contribu- 
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tion of the NPA-LIFT study in provid- 
ing the methodology to develop such 
tables is no small accomplishment. 

The Kalamazoo County Input-Out- 
put Table is presumably the first local 
accounts table in the world. As a pio- 
neer development it offers challenging 
and exciting new material and new 
ideas for helping business make deci- 
sions. It stands as another contribution 
of economic analysis to the business 
community. 





1. Other communities are now developing 
local inter-industry studies for their areas; 
for example, C. D. Kirksey has done a study 
for the Bureau of Business Research of the 
University of Texas entitled, “An Inter- 
Industry Study of the Sabine-Neches Area 
of Texas.” The Bureau of Business and Eco- 
nomic Research of Michigan State University 
is currently doing a study of the Lansing, 
Michigan Tri-County Area and the Bureau 
of Business Research at the University of 
Pittsburgh is working on the Pittsburgh area. 
Other studies will certainly follow. 

2. “Competitive” imports are defined as sub- 
stitute goods whose purchase would be in 
place of locally produced goods. 


3. See Local Economic Activity and Foreign 
Trade, Special Report No. 48 (Washington: 
National Planning Association, 1958), for a 
summary statement of their findings. 

4. For an extensive discussion of national 
interindustry relations including a reproduc- 
tion of a fifty-sector national table with 
actual data, see Evans, W. D. and M. Hoffen- 
berg, “The Interindustry Relations Study for 
1947,” Review of Economics and Statistics, 
XXXIV (May, 1952), pp. 97-142. 

5. See Evans, W. D., “Marketing Uses of 
Input-Output Data,” The Journal of Market- 
ing, XVII (July, 1952), pp. 11-21. 
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The Variable Annuity 


Current legal and institutional views of an in- 


creasingly popular type of insurance contract 


A variable annuity is a contract in 
which the insurance company agrees 
to pay the annuitant for life periodic 
sums (generally monthly), the amount 
of such sums to be determined by the 
insurance company on the basis of a 
formula. It is like a conventional life 
annuity in that the insurance company 
agrees, for a premium, to make pay- 
ments to the annuitant for his lifetime. 
It differs from the conventional guar- 
anteed life annuity in at least one im- 
portant respect. Where the traditional 
form is expressed in terms of fixed 
dollar amounts, the purchaser of a 
variable annuity is not guaranteed 
any certain periodic sum. The pre- 
miums are invested by the insurance 
company generally in common stocks. 
Thus each premium payment pur- 
chases a certain number of what have 
come to be called “accumulation units.” 
The exact number of accumulation 


units purchased depends on the value 
of the portfolio at that time. For ex- 
ample, a $50 premium one month 
would purchase 5 units if the value of 
a unit were $10. Several months later 
if common stock prices had risen so 
that the value of a unit were $12, then 
the $50 would buy approximately 4.17 
units. Then when the annuitant reaches 
retirement age his total number of 
accumulation units purchased would be 
divided by his life expectancy, in 
months, to determine the number of 
units per month to which he would be 
entitled for the remainder of his life. 
The greater the value of the common 
stock portfolio including dividends 
paid and reinvested, the more each ac- 
cumulation unit is worth and conse- 
quently the greater the annuity pay- 
ment to the annuitant. 

There are a number of pros and cons 
which have been advanced respective- 
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ly by the advocates and opponents of 
variable annuities. These will be ex- 
amined later, but it should probably 
be mentioned at this point that the 
main idea behind the variable annuity 
is that it is hoped that annuity pay- 
ments will vary in general relationship 
to the cost of living. Studies have in- 
dicated that over long periods of time 
the prices of common stocks have gen- 
erally moved with the cost of living 
and that common stock prices have 
advanced during times of inflation and 
have receded during deflationary pe- 
riods. With continued long run infla- 
tion a possibility, indeed a probability, 
purchasers of conventional, fixed an- 
nuities won’t receive back in purchas- 
ing power what they have purchased. 
The variable annuity hopes to remedy 
this. 


INSURANCE FOR TEACHERS 


The first adoption of the variable 
annuity idea was by the Teacher’s 
Insurance and Annuity Association 
(TIAA), a non-profit corporation 
started for college employees by the 
Carnegie Foundation for the advance- 
ment of teaching. TIAA, which was 
founded in 1918, began in 1950 under 
the direction of William C. Greenough, 
then vice-president and now president 
of TIAA, a study of possible ways of 
overcoming the effects of inflation on 
pensions. One aspect of the research 
dealt with a consideration of the possi- 
bility of combining common stocks 
with fixed-dollar obligations such as 
preferred stocks and bonds. In con- 
nection with this, a study covering the 
seventy years from 1880 to 1950 dis- 
closed that if a mixed stock and bond 
program (50% of the premiums in- 
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vested in fixed-dollar investments, 
50% in common stocks) had been used, 
whenever begun during this period, an 
income would have been produced for 
the annuitant which generally rose and 
fell as the cost of living rose and fell, 
thus better maintaining purchasing 
power than the conventional fixed-dol- 
lar annuity used by itself.’ 


The College Retirement Equities Fund 


Following this study, TIAA caused 
the College Retirement Equities Fund 
(CREF) to be established by a special 
act of the New York State Legislature 
in 1952. Later that same year CREF, 
under the supervision of the New York 
State Insurance Dept., started opera- 
tions. Its wide acceptance by college 
teachers was almost immediate. Under 
the original rule, which is still in ef- 
fect, the policyholder can allocate up to 
50% of his premiums to CREF, but no 
more, which means that at least 50% 
of his premium must go to TIAA for 
the purchase of a fixed-dollar annuity.? 
Approximately 80% of the applicants 
for TIAA retirement annuities also ap- 
ply for CREF at the present time. Of 
those electing CREF, nine out of ten 
elect the 50-50 division of premiums, 
thus choosing the maximum amount of 
the variable annuity feature that is 
permitted them. 

This original venture into the varia- 
ble annuity field was virtually unop- 
posed by other life insurance com- 
panies and mutual funds. The feeling 
was that this affected only a limited 
occupational group and furthermore 
the other life insurance companies and 
mutual funds were probably reluctant 
to object to a step which had as its 
purpose the benefiting of members of 
the teaching profession. 
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OFFERING TO THE PUBLIC 


Following this initial move into the 
variable annuity field a few companies 
were formed specifically for the pur- 
pose of selling variable annuities, or 
unit annuities as they have sometimes 
been called, to the general public. One 
of the earliest of these of any sig- 
nificant size was The Variable Annuity 
Life Insurance Company (VALIC). 
VALIC was incorporated in the Dis- 
trict of Columbia in 1955. Washington, 
D.C. was probably selected because no 
special legislation was required due to 
the broad definition of annuities and 
because of the absence of any legal re- 
strictions regarding the percentage of 
insurance company funds which could 
be invested in common stocks. The in- 
surance statutes of most states did not 
and do not at the present provide for 
the incorporation of an insurance com- 
pany to sell variable annuities to the 
general public. Furthermore at the 
present, variable annuities can be sold 
to the public only in those few states 
where there have been rulings by state 
attorney generals or insurance com- 
missions that variables do not violate 
local insurance laws. 


Group Plans 


In addition to these early ventures, 
a constantly growing number of em- 
ployers have adopted plans which pro- 
vide for variable pensions for their em- 
ployees. Included in this group are the 
Carnegie Institution, Long Island 
Lighting Co., Chemstrand Corpora- 
tion, Kidder, Peabody and Co., Smith, 
Barney & Co., Boeing Airplane Co., 
Pan American Airways and the state 
of Wisconsin. Although no major life 
insurance company is yet in the field, 
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the Prudential Insurance Company of 
America, as will be explained |Jater, is 
pioneering the idea of making variable 
annuities available to the public on 
both individual and group bases.? 


MUTUALS AND VARIABLES 


As has been noted the variable an- 
nuity is similar in some respects to 
the conventional fixed annuity. At the 
other extreme, however, it has points 
of similarity and dissimilarity to what 
is offered by the open end investment 
trust, or as it is popularly called, the 
mutual fund. In both the variable an- 
nuity and the typical mutual fund the 
bulk of the payments by the investor 
are invested by the company in equity 
investments, primarily common stocks. 
There are several points of difference, 
however, and these should be under- 
stood and appreciated. The greatest 
difference from the standpoint of the 
investor is probably that the variable 
annuity contract offers an element of 
insurance. The purchaser of a variable 
annuity contract, as we have seen, is 
guaranteed by the insurance company 
payments for life. It is true that no 
fixed sum is guaranteed, but at least 
the purchaser is protected against the 
“possibility of living too long.” A per- 
son who invests in a mutual fund, on 
the other hand, can only sell his mutual 
fund shares during retirement if his 
dividends are insufficient to support 
him. This means that should he live 
longer than he had planned he might 
find himself at an advanced age with 
all of his mutual fund shares sold and 
no further source of income. 


Tax Advantage 


The variable annuity at the present 
time offers another advantage as com- 
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pared with the mutual fund—the tax 
advantage. One who purchases shares 
in a mutual fund periodically receives 
dividends. A portion of these dividends 
results from dividends received by the 
mutual fund from its stock holdings. 
The investor is taxed on this portion 
in the same manner as any other divi- 
dend income. The other portion of the 
dividend which the investor receives 
results from capital gains experienced 
by the mutual fund in connection with 
its security dealings. The investor is 
taxed on this portion as though it were 
his own long term capital gain. In 
contrast, the purchaser of a variable 
annuity pays no tax during the “pay 
in” period on dividends received by 
the company or on capital gains ex- 
perienced by the company. It is true 
that when he receives annuity pay- 
ments during retirement he is taxed,* 
however he has the retirement income 
credit and since his income is probably 
less than during pre-retirement years 
the tax he does pay will be at a lower 
rate. In short, variable annuities pos- 
sess a definite tax benefit during the 
accumulation period and a_ possible 
benefit during the annuity period. 


Unconvertibility 


One possible disadvantage of the 
variable annuity as compared with in- 
vestments in a mutual fund is that, 
depending on the insurance company’s 
policy, the investor may not be able to 
“cash out” or convert his investment 
into cash anytime he wishes. For ex- 
ample, under the plan which Pruden- 
tial intends to use, any cash settlement 
of a Variable Annuity Contract would 
be over a period of at least three years, 
rather than in a lump sum. The 
purpose of this is to avoid basing a 
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relatively large payment on_ stock 
market levels as of a particular date. 
Other options besides cash settlement 
could also be available. CREF annu- 
ity interests cannot be surrendered for 
cash, assigned to third persons or used 
for a policy loan. 


OPPOSITION AND SUPPORT 


As would be supposed, many mutual 
funds and the National Association of 
Security Dealers have voiced opposi- 
tion to the sale by insurance companies 
of variable annuities because of the 
competition it creates to their own 
activities. A committee of the Invest- 
ment Banker’s Association declared in 
December of 1954 that the prospect of 
large scale sale of variable annuities 
by life insurance companies “carries 
a very distinct threat, not only to the 
investment company industry, but to 
the entire investment banking busi- 
ness.” A few members of the field, 
however, have stated that they would 
welcome the sale of variable annuities 
by insurance companies, as it should 
cause the public to feel more confi- 
dence in common stocks and thus in- 
directly increase interest in mutual 
funds. The movement of life insur- 
ance companies into the variable an- 
nuity business will probably also con- 
stitute stiffer rivalry for commercial 
banks which, partly because of their 
greater freedom to invest funds in 
common stocks, have been taking pen- 
sion fund business away from life in- 
surance companies. 

Opposition to the sale of variable 
annuities by life insurance companies 
comes not only from outside the life 
insurance industry but also from with- 
in. Prudential and its president Carrol 
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M. Shanks have been the strongest ad- 
vocates. The greatest opposition has 
been from Metropolitan Life and its 
president Frederic W. Ecker. To bet- 
ter understand the positions of these 
parties complete consideration should 
be made of the pros and cons which 
have been advanced for the variable 
annuity, particularly when compared 
with the traditional product of life in- 
surance companies, the conventional 
fixed-dollar annuity. The strongest 
argument for was discussed earlier in 
this article, that is the preservation of 
purchasing power due to the fact that 
common stocks have been an effective 
hedge against inflation. As President 
Shanks of Prudential stated, 

the purchaser of a fixed (guaranteed) an- 
nuity in 1932 today receives less than one- 
half of the face value in purchasing power. 


Had he bought a variable annuity he would 
now receive 2% times the original amount. 


In connection with this, common stocks 
have been characterized by apprecia- 
tion and higher yields than the fixed- 
dollar investments. Over the past 
twenty years life insurance invest- 
ments have yielded, on the average, 
3.31%. In contrast, the average yield 
and appreciation on common stocks 
has been over 10%.6 


A Share in the Country 


Another argument is that even if 
inflation were ignored, the variable 
annuity still makes it possible for more 
people to share in the economic growth 
of the country. The annuitant with a 
fixed-dollar income has had no oppor- 
tunity to share in the benefits which 
have resulted from the generally in- 
creasing productivity in this country. 
Mr. Shanks states, 
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the variable annuity proposal is by no means 
dependent for its justification on a prediction 
of more inflation. The attractiveness of 
stocks in a retirement program is tied to the 
expanding economy, which is something to 
be expected and hoped for whether or not 
the value of the dollar goes down.? 


It has furthermore been argued that 
common stocks are not as risky as they 
once were—the buyer is protected 
not only by state insurance commis- 
sions and the Securities and Exchange 
Commission, but also by such built-in 
cushions in the economy as social se- 
curity, unemployment compensation, 
FDIC and continued long-term defense 
spending by the government —all of 
which makes another violent depres- 
sion unlikely. 


Anticipated Demand 


It is also argued by advocates within 
the life insurance industry that there 
will be a demand for the variable an- 
nuity. In fact, already the sale of in- 
dividual fixed-income annuities has 
dropped sharply in recent years as 
people have come to recognize their 
disadvantages. In addition, more and 
more large corporations are establish- 
ing trusteed pension plans and author- 
izing the trustee to invest a substan- 
tial proportion of the fund in common 
stocks. The already materializing de- 
mand for this type of thing on a group 
basis as well as the probable future 
demand on an individual basis means 
that the variable annuity idea will be 
offered by someone. That someone, 
say advocates in the life insurance 
business, should be life insurance com- 
panies, not only to allow them to pro- 
tect themselves against the loss of 
further business, but also because only 
life insurance companies have the 
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background of experience to offer what 
is still essentially an annuity contract. 


The Dilemmas 


What is the other side of the story? 
First of all, say critics, there is the 
absence of the guaranteed income dur- 
ing the annuity period. Frederic W. 
Ecker, Metropolitan president, says, 
“we want to see nothing done which 
will cause a loss of confidence in the 
life insurance business. I don’t want 
to be answering letters from policy 
holders which say, ‘Last year you paid 
me $100 a week now you’re paying me 
only $80 a week. How come?’”’® It 
has also been contended that the sale 
of variable annuities by life insurance 
companies would be contradictory. To 
quote Mr. Ecker again, 
the variable annuity is advanced as a device 
whereby an individual can hedge against this 
future inevitable inflation. This places an 
insurance company and its agents in a curious 
dilemma, for if it urges the purchase of a 
variable annuity as a hedge against inflation, 
it thereby demonstrates that it no longer 


has faith in the value of its insurance product 
offering guaranteed dollars.® 


Also the question has been asked, 
“what if common stock prices go down 
but prices and the cost of living go 
up?” Notwithstanding the results of 
studies it is possible that changing 
conditions may make common stocks a 
less effective hedge against inflation, 
assuming continued inflation is in 
prospect. In any event, say critics who 
have conducted studies of their own, 
there have been times when stock 
prices fell as the cost of living rose. 

Another disadvantage is the possi- 
bility of a purchaser of a variable an- 
nuity becoming “locked in.” As previ- 
ously mentioned when comparing the 
variable annuity with the mutual fund, 
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the purchaser of the former, depending 
upon company policy, probably won’t 
be able to cash out anytime he wanted, 
as he can generally do with the con- 
ventional annuity. 

An argument against the sale of 
variables by insurance companies is 
that insurance companies with posses- 
sion of large blocks of common stock 
would get unhealthy control of much 
of American industry. Although they 
already do 50% of the corporate bond 
financing for business, their ownership 
of bonds does not give them voting 
control. 

Some members of the life insurance 
industry fear that entry of life insur- 
ance companies into the variable in- 
surance business will bring with it 
federal regulations (as it has, as will 
be discussed later in the article). They 
fear, though, that this would open the 
door not only to federal regulation of 
the variable annuity aspect of the com- 
pany’s business, but also to all other 
phases which have previously been 
only state, nct federal, matters. 

Some who favor the variable annu- 
ity principle nevertheless argue that 
it is workable only by a company with 
extensive resources. The smaller com- 
panies without the resources to gain 
proper diversification and to otherwise 
make it workable would still be forced 
to offer the variable in order to re- 
main competitive. 

A final suggestion by some oppo- 
nents is that only group contracts 
should be,negotiated. This would allow 
insurance companies to compete with 
banks and trust companies for the pen- 
sion business and still only require 
them to deal with people who could 
understand fully the complexities of 
the concept. 
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THE LEGAL POSITION 


What is the legal position of the var- 
iable annuity? There have recently 
been several important developments 
in this area. The history of govern- 
mental regulation of the insurance 
business in general is interesting. The 
first efforts at regulation, though 
often inadequate, were made by the 
states and, in fact, it seemed generally 
accepted during the early history of 
our country that insurance was a 
proper subject for state regulation. 
The first question as to the constitu- 
tionality of state regulation was raised 
in the now-famous Paul v. Virginia 
case. The Supreme Court of the United 
States finally held that insurance was 
not “commerce,” therefore the sale of 
insurance across state lines could not 
be interstate commerce and that the 
regulation of the insurance business 
must remain a matter for the states. 
This position was upheld until, in the 
famous case involving the South-East- 
ern Underwriters in 1942, the Supreme 
Court by a 4-3 majority held that in- 
surance was interstate commerce and 
that the Federal Sherman Act applied. 
To clear up the resulting confusion, 
Public Law 15, the McCarran Act, was 
passed by Congress in 1945. The effect 
of this Act is that the Federal fair 
trade and anti-trust laws are to apply 
to insurance companies only to the ex- 
tent that such business was not prop- 
erly regulated by state law. 


What Kind of Contract? 


That’s the way it stands today — 
regulation by the states. In the matter 
of variable annuities, however, it was 
contended by the Securities and Ex- 
change Commission that the contract 
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was essentially a securities, not an in- 
surance, contract. Therefore, said the 
SEC, it should have the power of regu- 
lation of insurance companies in con- 
nection with this aspect of their busi- 
ness just as it did over any other type 
of company dealing in securities. In 
September, 1957, in a case involving 
the SEC and the Variable Annuity Life 
Insurance Co., District of Columbia 
Federal Judge Robert N. Wilkin held 
that the SEC had no authority to su- 
pervise variable annuities since Con- 
gress had given the states and the 
District of Columbia full power over 
all aspects of the insurance business. 

Although the SEC had lost the first 
round, it finally won the fight. In 
March, 1959, the Supreme Court by 
a 5-4 decision put under the regulation 
of the SEC the public sale of variable 
annuities. While agreeing that the 
variable annuity contract has some 
features of insurance, it said that the 
contract is not an insurance contract 
because the insurer assumes “no true 
risk in the insurance sense.” Speak- 
ing for the majority, Justice William 
Douglas, who was the SEC’s first 
chairman, said that sellers of variable 
annuities “guaranteed nothing to the 
annuitant except an interest in a port- 
folio of common stocks or other equi- 
ties,”’10 


Official Endorsement 


The mutual funds and others in the 
securities business generally welcomed 
the decision because of the feeling that 
it will slow down the sale of variable 
annuities. Prudential, however, was 
undismayed. The feeling there was 
that the decision would “clear the air 
for passage of legislation pending in 
New Jersey (its home state) allowing 
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insurance companies to offer such pro- 
grams.” 11 In June, 1959, in fact, New 
Jersey Governor Robert B. Meyner 
signed into law the bills which will 
allow Prudential to sell variable annu- 
ities. By this act New Jersey became 
the first state to officially endorse var- 
iables, although as previously stated 
there are several states and the Dis- 
trict of Columbia where the insurance 
laws were already broad enough to in- 
clude the sale of variable annuities. 

While the effect of the Supreme 
Court’s decision is not yet entirely 
clear, it is likely to mean parallel regu- 
lation by both the Federal SEC and 
the State Insurance Departments. A 
question which remains to be answered 
is whether the SEC can now oversee 
the whole investment program of com- 
panies selling variable annuities or 
only that portion applying to variables. 
Metropolitan said, “once the Federal 
government establishes control over 
any phase of the life insurance busi- 
ness, there is no telling where it will 
end.’’11 

Since the passage of the New Jersey 
legislation Prudential will undoubted- 
ly proceed with plans to sell variable 
annuities to the public. Internally, this 
will require the training of agents, the 
redesign of aspects of its selling, public 
relations and investment activities, and 
the formulation of policy provisions. 
Externally, it will be necessary to clear 
with the SEC requirements and to get 
approval from the insurance depart- 
ments of those states in which it hopes 
to sell variables. 


THE IMPLICATIONS 


The sale of variable annuity con- 
tracts by life insurance companies will 
have some interesting implications. 
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For one thing, it will have an effect 
upon the operations of all functional 
areas within life insurance organiza- 
tions that enter such business, particu- 
larly those areas involving sales, public 
relations and investments; it will be 
necessary to retrain agents to under- 
stand and to sell such a complex con- 
tract as the variable annuity. It will 
be necessary also that any company 
entering this business be sure that 
agents and other public relations bod- 
ies prevent any misunderstanding by 
policyholders of the exact nature of 
the variable annuity. Publicizing that 
state. and federal regulations have been 
complied with may be wise. In this 
connection, institutional advertising 
campaigns by the companies may be 
helpful in creating public confidence 
in the variable annuity. 


Shift in Pattern 


The wide-spread sale of variable an- 
nuities by life insurance companies will 
cause a shift in the investment pattern 
of such companies and may require 
the more specialized abilities of an- 
alysts trained in common stock selec- 
tion. 

Another problem which the life in- 
surance company entering the variable 
annuity field will face is whether it 
should do so through a separate sub- 
sidiary corporation. It would appear 
that if a company does a good public 
relations job, most of the effects of 
selling variables through a separate 
company would be disadvantageous, as 
it would create problems of expense 
allocation, taxes, confusion in the 


minds of the public, etc. At least it 
seems that there would be little to gain 
since a single agency force would 
probably represent both companies.!2 
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Company Financing 


Another implication of the sale of 
variables is that it would greatly in- 
crease the demand for some common 
stocks, probably the blue-chip stocks 
in particular. This means that unless 
the supply increases, the prices of such 
stocks will go up and the yield down, 
thus eliminating one of the most com- 
pelling arguments for the variable an- 
nuity. While this is possible, the an- 
swer here is that anticipated future 
corporate growth may require such a 
high amount of equity financing as to 
keep pace with increased demand by 
insurance companies, mutual funds, 
etc. Even if this growth does not ma- 
terialize it is highly likely that com- 
panies will decide to finance more by 
common stock sales than by borrow- 
ing and plowing back earnings as they 
note the high demand for and prices 
of common stocks. This increased 
supply of equity securities should help 
balance the demand and thus keep 
yields from dropping too much. 


CONCLUSION 


In summary, the variable annuity 
has as its dual purpose the desire to 
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combat the effect of inflation and 
maintain purchasing power, and to 
make it possible for annuitants to 
share in the economic growth of the 
country more completely. There has 
been opposition to the issuance of var- 
iables by life insurance companies. 
This opposition has come from mem- 
bers of the securities business as well 
as from members of the life insurance 
industry itself. Despite this opposition 
a few companies have been organized 
specifically to sell variables to the 
public. Any company now selling var- 
iables to the public must get clearance 
not only from the state within which 
it makes the sale but also from the 
SEC. This will not stop the sale of 
variable annuities, however, and at 
least one major life insurance com- 
pany has announced its intention of 
proceeding. The sale of variables on 
both group and individual bases will 
undoubtedly increase greatly in the 
years ahead. While today the average 
man on the street does not even know 
what a variable annuity is, it is likely 
that within a decade the variable will 
be as familiar as the conventional 
fixed-dollar annuity. 





1. Greenough, Wm. C., A New Approach to 
Retirement Income, Teachers Insurance and 
Annuity Assn. — College Retirement Equities 
Fund, 1955. 

2. For a complete description of the CREF 
plan see Rules for Determining Benefits, 
pamphlet, College Retirement Equities Fund, 
New York, 1959. 

3. The Aims, Background and Case for A 
Variable Annuity Contract, pamphlet, The 
Prudential Insurance Co. of America. 

4. The law taxes variable annuities in the 
same manner as the conventional annuity. The 
annuity payment is multiplied by an exclusion 
ratio (amount invested: expected return 


based on mortality tables). This equals the 
non-taxable portion of the annuity. The dif- 
ference between this and the annuity is tax- 
able each year until the cost has been re- 
covered, then the whole annuity is taxable. 
5. See Report of the Variable Annuity Com- 
mittee, National Association of Security 
Dealers, Inc., New York, Oct. 3-4, 1955, p. 3 
and The J. K. Lasser Tax Report, Sept. 1, 
1955, Vol. II, No. 17, p. 3. 

6. Time, July 2, 1956, p. 68. 

7. This point is stressed in an address by 
Mr. Shanks entitled American Enterprise 
and Variable Annuities before the Kiwanis 
Club of Newark, Feb. 19, 1959. 


(Footnotes continued on page 76) 





JAMES J. FORD 





The Army Officer Views 


His “Big Business” 


Basic differences in both dedication and 


orientation mark the attitudes of the 


businessman and the professional soldier 


For generations the attitude of the 
American people toward the business 
executive was one of disfavor and dis- 
trust. The image of the bloated cap- 
italist with his fat cigar, his diamond 
ring, and his tall silk hat is one that 
has just begun to dissolve, despite the 
fact that leadership in American in- 
dustry has been remarkably effective. 
The professional army officer, like his 
friend in flannel, has not escaped his 
countrymen’s contempt. A 1955 poll by 
Public Opinions Survey, Inc., placed 
the army officer low on the totem pole 
of professional prestige. This low posi- 
tion persists despite the belief of many 
that the survival of our national state 
depends on the strength of our mili- 
tary, and despite the acknowledged 
impact of defense spending on the sta- 
bility of our economy. 

The army is big business. This state- 
ment, so often repeated, is almost an 
axiom in the United States. The fact 


that it is not true may, to some extent, 
explain why some are vexed and af- 
fronted when they discover that the 
axiom does not apply to people — that 
army officers do not act like big busi- 
ness men at all. Aside from many ac- 
knowledged similarities, army and in- 
dustry are different because they exist 
for basically dissimilar purposes. 
Whether we credit the theory that in- 
dustry exists solely for economic gain, 
or whether we agree with A. K. Weber 
of RCA that “industry ... has recog- 
nized its responsibility to serve society 
as well as to sell to it,” we should ac- 
knowledge that the army’s service to 
society is performed as the ultimate 
weapon of the state. 

Psychologists and sociologists alike 
long have noted the tendency of men 
to identify with their work. It is hard- 
ly necessary to say that this very act 
of identification produces a man in 
uniform quite different from the man 
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in mufti. The most important function 
of the professional officer is, in Har- 
old Lasswell’s words, “the manage- 
ment of violence,” or, less colorfully, 
the management of men in the prac- 
tice of arms. The army officer at a 
desk is thinking essentially in the same 
pattern as an officer in the turret of 
a tank. This variance in thought pat- 
tern marks the “ideological gap be- 
tween the military and civilian worlds” 
noted by Samuel P. Huntington in his 
excellent book The Soldier and The 
State. It may be one of the reasons 
for the disapproval the army officer 
suffers at the hands of his fellows, dis- 
approval probably based on a lack of 
understanding of the difference. 

Despite this difference, there exist 
many similarities between army and 
industry as regards organization and 
structure. Three of them will come to 
mind immediately. First, there are the 
obvious day-to-day business activities 
of the technical services in military 
purchasing offices, arsenals, ware- 
houses, shops, stores, utilities, hospi- 
tals and transportation systems. Sec- 
ond, there are the tremendous amounts 
of money involved. The army’s budget 
alone for the fiscal year 1958 exceeded 
the total expenditure of the entire fed- 
eral government for any year prior to 
1941. The spending of these billions 
of dollars requires organizations more 
extensive than any enterprise outside 
the government. Third, many of the 
principles in industrial management 
have been drawn from the military. 
Even some of the terms fundamental 
to the study of business administra- 
tion are military terms, for example: 
line and staff, chain of command, unity 
of command, span of control. 
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In recognizing the similarities, how- 
ever, it is important to keep the dif- 
ferences clearly in mind. In industry, 
management generally is considered an 
end in itself, whether it be manage- 
ment of men, management of re- 
sources, or both. One of the tools of 
business management is leadership. 
The army views this the other way 
around, holding management to be one 
of the tools of leadership. Further- 
more, the army officer is aware that 
his authority is both executive and 
judicial in relation to his subordinates, 
while in business there is no judicial 
process. This may account for the 
number of business writers who, like 
Ralph Currier Davis of Ohio State, 
equate “discipline” with “loyalty” and 
“morale development.” The army of- 
ficer is more likely to equate discipline 
with survival. 


OFFICER ORIENTATION 


In an effort to discover the army 
officer’s orientation toward his work, 
his concept of the organization he 
serves, and his attitudes toward mor- 
ale, authority, efficiency, discipline, 
and leadership, the writer prepared a 
questionnaire in the summer of 1958, 
and obtained replies from 72 career 
officers of all service branches at 
three army posts in the United States. 
The professionals ranked from captain 
through colonel. At the same time, 
replies were obtained from 100 newly- 
commissioned reserve second lieuten- 
ants attending an officers’ basic train- 
ing course. Ninety-five of the 100 
young men were recent ROTC gradu- 
ates just beginning the two years ac- 
tive duty required of them. Eighty- 
seven had been on duty less than nine 
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weeks, none of the others longer than 
a year — sufficient time to become 
aware of the army’s ways, but hardly 
long enough to lose their civilian orien- 
tation. It seemed reasonable to infer 
that if any significant trends were to 
be found, they would appear in a com- 
parison of the career officer with his 
younger reserve contemporary. 

A check of responses after the re- 
turns were in established that there 
were no significant differences be- 
tween field grade officers (majors, 
lieutenant colonels, and colonels), and 
the company grade officers included in 
the sample (captains). While the 
sample may be said to represent the 
professional with a considerable degree 
of accuracy, we should avoid the temp- 
tation to apply the results of the sam- 
pling to any individual in uniform. 
What we have is a cross-section, one 
which may facilitate a better under- 
standing of the army officer by his 
counterpart in industry. Significant 
results of the survey are reviewed and 
tabulated below. 


Dedication and Identification 


No less than 96 percent of the pro- 
fessionals believe that peace can be 
maintained only so long as the military 
is prepared to fight effectively and 
immediately (Table 1). The difference 
between the professionals and the 
young officers in this matter is quite 
significant, and it illustrates at least 
one rather obvious point: professional 
officers have a strong belief in the im- 
portance of their work. 

Both groups agree overwhelmingly 
that army officers are on duty 24 
hours a day, seven days a week; 83 
percent of the professionals believe it, 
74 percent of the reserve lieutenants 
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TABLE 1 
Peace can be maintained only so long as the 
military is prepared to fight effectively 
and immediately. 








% 
% MIXED lo 
AGREE FEELINGS DISAGREE 
Professionals ....... 96 3 1 


Reserve Lieutenants . 66 24 10 





(Table 2). Again, however, there is 
a significant difference between the 
two in the direction of a stronger work 
orientation on the part of the profes- 
sional. It is safe to speculate that the 


TABLE 2 


An Army officer is on duty 24 hours a day, 
seven days a week. 








% 
% MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 83 12 5 


Reserve Lieutenants . 74 13 13 





degree of dedication revealed here is 
at least as great as that among physi- 
cians and clergymen, and notably 
greater than that in other professions. 


TABLE 3 


An officer is obligated by the code of his 
profession to keep himself and his 
troops in constant readiness. 








% aie ’o 

AGREE FEELINGS DISAGREE 
Professionals ....... 100 — — 
Reserve Lieutenants . 97 2 1 





It is comforting to note the unani- 
mous agreement shown in Table 3 with 
the statement, An officer is obligated 
by the code of his profession to keep 
himself and his troops in constant 
readiness. A subsidiary significance 


lies in the implication that so many 
appear to know what the code of the 
profession is. It is not surprising that 
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the professionals accept this amor- 
phous noun, but the fact that the neo- 
phyte officers do is a tribute to the 
methods of indoctrination to which 
they have been exposed. 

In the fourth table there again ap- 
pears a difference of real significance 
between the professionals and the re- 
serve lieutenants. Only eight percent 
of the professionals believe that bad 
assignments are sufficient reason to 
get out of the army. The difference in 
work orientation can readily be seen 
by comparing opinions of professionals 
and reserve lieutenants in Table 4. 


TABLE 4 


An officer who continually gets bad assign- 
ments should get out of the Army. 








%e 
% MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 8 39 53 


Reserve Lieutenants . 26 46 28 





Eighty-nine percent of the career 
officers believe that the army is more 
than a career, it is a way of life. None 
disagrees. The younger group shows 
a marked, although lesser, amount of 
agreement. Once again, Table 5 re- 
veals a unanimity of attitude toward 
a strong work orientation. 








TABLE 5 
The Army is more than a career, it is a way 
of life. 
% 

% MIXED % 
AGREE FEELINGS DISAGREE 

Professionals ....... 89 11 _ 

Reserve Lieutenants . 78 17 5 





The editor of The Atlantic Monthly 
wrote in August of 1958: 


Security for the greatest number is a mod- 
ern shibboleth . . . if we keep on trading 
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independence and initiative for security, I 
wonder what kind of American enterprise will 
be left fifty years from now. 


Others have noted and commented on 
the drive for security in the United 
States and elsewhere in the post World 
War II decades. The University of 
Pennsylvania psychologist, Morris Vi- 
teles, calls “resistance to change” an 
“anxiety,” and attributes this anxiety 
to the “deep-seated need for security 
in terms both of the immediate situa- 
tion and outlooks for the future.” 
William H. Whyte, Jr., in his best- 
seller, The Organization Man, dis- 
cusses the desire of college seniors for 
security, and their “faith in the benefi- 
cence of the corporate salary.” An- 
other sign of the times is the addition 
of a new member to the presidential 
cabinet, a director of the Department 
of Health, Education, and Welfare, 
which heads the Social Security Ad- 
ministration, which heads the Bureau 
of Old Age and Survivors’ Insurance. In 
industry, management in its search for 
employees emphasizes the security ap- 
proach. For example, “career advance- 
ment, stock purchase plan, generous 
discount policy, group _hospitaliza- 
tion plan, company paid pensions 
plan, company paid life insurance, 
summer and winter vacations” are 
inducements offered by a national re- 
tail organization. Big unions seek 
security for their members in a guar- 
anteed annual wage and fringe bene- 
fits. The army has not escaped the 
compulsion toward security, as may be 
discovered in any list of the advan- 
tages of an army career. 

One would guess that this modern 
shibboleth would rank high as the most 
important factor in a military career 
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in the selections made by professional 
officers and reserve lieutenants. 


TABLE 6 
Factors selected as most important in a 
military career. 





PROFESSION AL RESERVE 





FACTORS OFFICERS LIEUTENANTS 
Patriotism ........... 33 25 
5 eee 27 44 
Or 17 " 
Recognition .......... 15 15 
Adventure ........... 8 5 
MOREY Ao) ons scan: — 4 





Table 6 bears out this guess for the 
lieutenants, confirming the findings 
of Whyte, and the research reported 
by Viteles, in their discussions of the 
impulses and ambitions of the younger 
generation. But not so the profession- 
al. Thirty-three percent place patriot- 
ism in the first place, trailed by 27 
percent who went along with their not- 
so-much-younger brothers in naming 
security. The difference between 27 
percent among professionals and 44 
percent among reserve lieutenants is 
impressive, and adds evidence suffi- 
cient to support a hypothesis: The 
professional army officer is motivated 
by a sense of dedication to his country, 
and he has an exceptionally strong 
belief in the importance of his work. 


The Officer’s View of Army 
Organization 


Huntington echoes an accepted or- 
ganizational doctrine when he says, 
“The officer corps is both a bureau- 
cratic profession and a bureaucratic 
organization.” The fact that only nine 
percent of professional officers agree 
may be a result of the negative impli- 
cations of the word itself (Table 7) 








Autumn 
TABLE 7 
Words selecting as best describing the Army’s 
organization. 
PROFESSION AL RESERVE 

FACTORS OFFICERS LIEUTENANTS 
ge 43 27 
Specialization ........ 17 17 
Traditional .......... 17 13 
EUIGEATENY 5. 2. occ cc. 10 11 
Bureaucracy ......... 9 13 
SOP (Standing Operat- 

ing Procedure) ..... 4 19 





“Hierarchy,” too, probably has a con- 
demnatory flavor. On the other hand, 
business men and students of business 
cite the army and the other services 
as standard examples of bureaucratic 
structure. This is not to say that they 
see bureaucracy as something bad. On 
the contrary, the consensus agrees with 
Marshall E. Dimock who writes in 
Reader in Bureaucracy, “[Bureau- 
cracy] is bad only if complexity and 
size are inherently bad.” It is discon- 
certing to find the word repudiated so 
thoroughly by the members of the bu- 
reaucracy itself. This same repudia- 
tion, however, gives us an insight into 
the thought processes mentioned ear- 
lier, particularly so in the light of the 
results presented in our first seven 
tables. 

In rejecting the implications of the 
word bureaucracy, it appears from 
Tables 7, 8, 9, and 10 that officers 
recognize some of the characteristics 
though they deny the name. 

In Table 8 we find that 17 percent of 
the professionals agree that the or- 
ganization of the army is based on 
specialization, confirming the 17 per- 
cent figure which appears opposite 
specialization in Table 7. Among re- 
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TABLE 8 


The organization of the Army is based on 
specialization. 


ARMY OFFICER VIEWS HIS “BIG BUSINESS” 63 


TABLE 10 


There is a gap between formal procedure and 
the informal realities of command. 





% 





% 








% MIXED % % Mixep % 
AGREE FEELINGS DISAGREE AGREE FEELINGS DISAGREE 
Professionals ....... 17 42 41 Professionals ....... 72 14 14 


Reserve Lieutenants 42 30 28 





serve lieutenants, however, 42 percent 
agree, a response which appears to 
invalidate the opinions revealed in 
Table 7. It is significant that less than 
half, 41 percent, of the professionals 
disagree with the statement. It is sig- 
nificant, too, that specialization is one 
of the distinctive characteristics of 
bureaucracy, as is pyramid, selected by 
43 percent in Table 7. These charac- 
teristics are among those enumerated 
in sociologist Max Weber’s classical 
works on the structure of organization. 

In Table 9, there is almost total 
agreement with the idea that standing 
operating procedures in the army are 
necessary and important. Standard- 
ized procedure is another of the traits 
of bureaucracy. 


TABLE 9 


Standing operating procedures in the Army 
are necessary and important. 








% 
% MIXxeD % 
AGREE FEELINGS DISAGREE 
Professionals ....... 94 1 5 
Reserve Lieutenants 88 8 4 





Both professionals and reserves 
agree in substantial majorities that 
there is a gap between formal pro- 
cedure and the informal realities of 
command, as shown in Table 10. This 
statement has a bearing on another of 
the characteristics of bureaucracy, 
unsanctioned informalism, and adds 
more evidence that the characteristics, 
if not the word, are recognized. 


Reserve Lieutenants . 63 27 10 





In expressing opinions on span of 
control, An officer or non-com cannot 
be expected to supervise directly more 
than 11 men, 52 percent of the profes- 
sionals agree, 69 percent of the reserve 
lieutenants agree. Significantly, the 
lieutenants agree more, and disagree 
less, than do the older officers, 48 per- 
cent of whom either disagree or have 
mixed feelings about the statement 
(Table 11).- Quite likely the variation 
reflects the greater experience of the 
professionals who have come to doubt 
that there is any set number of persons 
that can be supervised. This opinion 
is borne out in the writings of modern 
students of management. 


TABLE 11 


An officer or non-com cannot be expected to 
supervise directly more than 11 men. 





% 
% MIXED % 
AGREE FEELINGS DISAGREE 


Professionals ....... 52 18 30 
Reserve Lieutenants . 69 4 27 








LEADERSHIP AND ITS 
COEFFICIENTS 


The probe into officers’ opinions and 
attitudes concerning leadership, dis- 
cipline, morale, efficiency, and author- 
ity appears to cast some doubt on the 
popular stereotype which presents the 
military man as a brass hat, a disci- 
plinarian, an abuser of privilege, or a 
muddleheaded but amusing dolt. For 
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example, Table 12 exhibits such a 
unanimity in the choice of influencing 
as the word most descriptive of lead- 
ership, that one must suspect the rea- 
sonableness of the other five choices. 


TABLE 12 
Words selected as best describing leadership. 





% 


% 
PROFESSIONAL RESERVE 





FACTORS OFFICERS LIEUTENANTS 
Influencing .......... 76 77 
MOCHBIGUG .. 2.055055 15 12 
2 ae eae cr 3 a 
Intelligence .......... 3 2 
UOT a ree ee 3 a 
Manipulation ........ — 8 





Tables 13 and 14 seem to confirm the 
belief that a critical look at the basis 
of the popular stereotype is in order. 
Instead of the neo-Freudian martinet 
who struts across countless pages of 
fiction, we find a man who conceives 
of his task as one of managerial skill, 
of leading and directing. 








TABLE 13 
The military career is a career of managerial 
skill. 
% 
% MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 70 22 8 


Reserve Lieutenants . 43 38 19 





TABLE 14 


An officer’s most important duty is to lead 
and direct men. 





% 





MIXED % 

AGREE FEELINGS DISAGREE 
Professionals ....... 76 15 9 
Reserve Lieutenants . 70 15 15 





The image of the martinet also be- 
comes somewhat obscure as we exam- 
ine officers’ attitudes toward disci- 
pline. No less than 75 percent of the 
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professionals conceive of discipline as 
an abstraction best described as re- 
sponse, self-control, or cooperation. 
Note the significant difference in opin- 
ion expressed by the more civilian- 
oriented younger men. 


TABLE 15 
Words selected as best describing discipline. 





% 
PROFESSION AL 





RESERVE 
FACTORS OFFICERS LIEUTENANTS 
MESPONEC: . oc. is onesies 39 9 
Obedience ........... 24 41 
Self-control .......... 20 17 
Cooperation ......... 16 30 
Subordination ....... 1 3 
Punishment .......... — — 





We must not assume, however, that 
the army has chucked discipline out 
the window. The army still holds dis- 
cipline in high regard — witness Table 
16. 








TABLE 16 
Discipline is good for people. 
% 
% MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 94 6 — 
Reserve Lieutenants . 91 9 a 





It is more likely that forms of disci- 
pline have changed in consonance with 
the officer’s view of himself as a man- 
ager employing the tools of motiva- 
tion: the “troop information,” the 
“character guidance,” and the “orien- 
tation” now so important in army 
training programs. 

Only a few disagree with the state- 
ment shown in Table 18. While less 
than half agree, there are a large num- 
ber unwilling to make up their minds. 
The writer’s choice of the word manip- 
ulation in the questionnaire was un- 
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TABLE 17 
The Army has modified its system from rigid 
discipline to more indirect forms of 
obtaining cooperation. 








% 
% MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 70 25 5 


Reserve Lieutenants . 52 35 15 





fortunate; a clearer response probably 
would have been elicited if the word 
management had been used. It is sug- 
gested that the evidence points to a 
conditional acceptance of the idea. 


TABLE 18 


There is a shift in the Army from control 
by domination to control by manipulation. 








% 
% — MIXED % 
AGREE FEELINGS DISAGREE 
Professionals ....... 43 50 ( 


Reserve Lieutenants . 48 39 13 





Only a few of our respondents be- 
lieve that military authority is abso- 
lute (Table 19). The small but signifi- 
cant difference between professional 
officer opinions and reserve officer 
opinions indicates a more conservative 
outlook on the part of the older men. 


TABLE 19 


An Army officer has complete legal control 
over the lives and careers of his subordinates. 





% 





% MIxep % 
AGREE FEELINGS DISAGREE 
Professionals ....... 7 15 78 


Reserve Lieutenants . 13 26 61 





Table 20 shows an overpowering ma- 
jority of professional officers in favor 
of control as the word best describing 
authority, an opinion in marked con- 
trast to that of the reserve lieutenants. 
It is disturbing to note that there are 
35 percent of the junior officers who 
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believe that power best describes au- 
thority. This has an unhappy connota- 
tion if we permit ourselves to conjec- 
ture on the sort of officer-enlisted man 
relationship that will develop if a third 
of our reserve second lieutenants con- 
fuse their authority with power. Con- 
versely, it is reasonable to guess that 
they think of “power” in relation to 
the authority exercised over them- 
selves. In his definitive study, The 
American Soldier: Adjustment During 
Army Life, Samuel A. Stouffer writes: 
“A considerable difference in perspec- 
tive between officers who exercise 
authority and men over whom the 
authority is exercised is probably 
inevitable ... .” 








TABLE 20 
Words selected as best describing authority. 
vepeienen RESERVE 
FACTORS OFFICERS LIEUTENANTS 
CORON oc ceecccen es 73 47 
1 | SRS rare Soerarate 16 35 
Ny 85 adieu Acaiwacecals 7 6 
SUMCMIOR: .c 5 cick cece 4 8 
POMSONAE 22.66. cen — 3 
i i er — 1 





What of efficiency, the last of our 
coefficients of leadership? The army 
officer uses the term in its commonly 
accepted definition, capacity to pro- 
duce results. Disregarding the consid- 








TABLE 21 
Words selected as best describing efficiency. 
Seuminaien nalen 
FACTORS OFFICERS LIEUTENANTS 
Competence .......... 44 34 
Productivity ......... 44 46 
7.) 11h) 5” eae ene 8 4 
RWMIIOE 6.5.6 o sn oeens 3 3 
SI ein acnle es tue nees 1 12 
Cp lo See ee eee — 1 
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erable controversy among students of 
business over just what efficiency 
means, it probably is safe to state that 
a good middle-of-the-road definition 
would be the power of producing 
wealth. In the light of both definitions, 
Table 21 is revealing. 


PORTRAIT OF AN OFFICER 


The picture that emerges from this 
statistical fog is rather nebulous, but 
even in its indistinctness its features 
are markedly different from the tradi- 
tional portrait of the soldier. At the 
same time, we do not need another 
questionnaire to discern the differ- 
ences in values and attitudes between 
the officer and the man of business. 
This is true particularly in the area of 
the coefficients of leadership. 


Discipline 


In spite of an apparent change in 
methods of discipline, discipline itself 
is still of first importance to the of- 
ficer; this may be deduced not alone 
from our survey, but additionally from 
front rank military writers from Sun 
Tzu in 500 B.C. to Clausewitz in the 
nineteenth century. Of course the busi- 
ness man, too, is concerned with disci- 
pline, but lacking it, he does not find 
himself confronted with an armed mob. 


Sense of Dedication 


Perhaps the most striking of the in- 
ferences which may be drawn from the 
survey are those associated with the 
officer’s evident dedication and identi- 
fication. Consider the standard of 
values which obtained among the 
American people during the years of 
World War II. Here we were able to 
sublimate our normal drives and am- 
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bitions, our fears and prejudices, our 
instincts and hungers, to the further- 
ance of the designs of the state. We 
saw our friends and brothers off to 
battle, and buried some of them. We 
saw our women in factories and ship- 
yards, our children cared for by the 
community. We saw a whole segment 
of the population deported a thousand 
miles and dumped in a new environ- 
ment, when citizens of Japanese ances- 
try were barred from the Pacific Coast. 
We controlled prices, restricted profits, 
allocated industrial capacity, rationed 
consumer goods, raised taxes, abol- 
ished strikes, went to church, and sang 
The Star Spangled Banner. The whole 
of our people found fulfillment to the 
degree that they were able to sacrifice 
for the country. 

Consider the sense of dedication 
which permitted each person so to con- 
duct himself. It is to the point to re- 
member that it all endured not quite 
four years. This is not to say that 
there is an absence of dedication dur- 
ing the years of non-war. Indeed, the 
dedication exists, but to a lesser de- 
gree. It ebbs and flows in a popula- 
tion of an organized state with the 
same irregular rhythm that character- 
izes the ebb and flow of peace and war. 
But it does not ebb and flow in the 
professional officer corps. 

The career officer has a profound 
and uninterrupted sense of dedication 
to his work. As he sees it, the dedica- 
tion is not just to the profession of 
arms, but through the profession to 
the ideals and symbols of the state. 
“The character of the (officer) corps 
is in a most direct sense a final safe- 
guard of the character of the Nation,” 
says an official pronouncement of the 
Department of Defense. This state- 
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ment is intended to be inspirational, 
of course. But it is more —it repre- 
sents quite ably the level of importance 
at which the officer places his serv- 
ice. The high-level placement of the 
task, and the professional’s dedication 
through the task to the nation, is not 
a war-time phenomenon. The manage- 
ment of violence in combat is only a 
phase in his life-long career, requiring 
no reorientation, no retraining, no pro- 
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found change in patterns of thought 
and habit. This is fortunate and neces- 
sary, necessary to the survival of the 
society. Despite the tragic need for 
participation by the whole population 
in total war, the Englishman Wilfred 
Trotter spoke truly when he said, 
“Modern civilians in general are much 
too self-conscious to conduct the grave 
tragedy of war with the high, preoc- 
cupied composure it demands.” 





The Finecunmnte P. pubes 


Of jr c pe 4 opm ent 


The distinguishing feature of underdeveloped areas, even more than 
their current poverty, is the persistence of this poverty over time. This 
persistent poverty implies that whatever growth in aggregate output has 
occurred has been matched, or more than matched, by a growth of num- 
bers in the population. Yet if one asks why total output has not grown 
more rapidly than population the basic answers seem to be outside the 


economic sphere. 


In an important sense, then, the really fundamental 


problems of economic development are noneconomic. 


—from the Twentieth Century Fund study “Approaches to Economic 
Development,” by Norman S. Buchanan and Howard S. Ellis. 








“and Bless the Coming Millions” 


A statement by the American Association of Land-grant 


Colleges and State Universities and the State Universities 


Association on the need for broad educational opportunity of 


the highest quality through low-cost public higher education 


The ninety-three state universities and 
land-grant institutions of America pre- 
sent an achievement of educational 
statesmanship unique in the world. In 
the basic responsibility these institu- 
tions discharge, in the complex service 
that they render, they present the liv- 
ing image of American democracy at 
work. 

Today these publicly-owned colleges 
and universities exist as an enormous 
national resource because in every state 
across the land far-visioned practical 
men and women, the elected represen- 
tatives of Americans of all classes, be- 
lieved with good conscience and firm 
hearts in the nation’s future. The land- 
grant college, the state university 
which these men and women created, 
was without parallel anywhere on 
earth. 

Almost a century ago this miracle 
in higher education was a dream such 
as only a free, imaginative society 
dares to possess. Among the eloquent 
spokesmen of that dream was John B. 
Bowman, first regent (president) of 
the Agricultural and Mechanical Col- 
lege of Kentucky University, who said 
in 1865: 


I want to build up a people’s institution, a 
great free university, eventually open and 
accessible to the poorest boy in the land, who 
may come and receive an education practical 
and suitable for any business or profession 
in life. I want to cheapen this whole matter 
of education, so that, under the broad and 
expansive influences of our Republican in- 
stitutions, and our advancing civilization, it 
may run free, as our great rivers, and bless 
the coming millions. 


Hitherto, our colleges and universities have 
been accessible only to the few, such are the 
expenses attending them. We therefore want 
a university with all the colleges attached, 
giving education of the highest order to all 
classes. We want ample grounds and build- 
ings and libraries, and apparatus, and muse- 
ums and endowments, and prize funds, and 
professors of great heads and hearts, men 
of faith and energy. Indeed we want every- 
thing which will make this institution even- 
tually equal to any on this continent.. Why 
should we not have them? I think we can. 


Today the state universities and 
land-grant institutions are the proud 
fulfillment of this dream. 

This living image of American 


democracy at work can stand sharp 
scrutiny as a social investment paying 
proven dividends. Let us strike the 
balance that these colleges and uni- 
versities represent. 

Open and accessible to the poorest 
boy in the land: Over the years millions 
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of Americans have been enabled 
through their education in state col- 
leges and universities to contribute 
their full talents to serving and 
strengthening our national life. 

And bless the coming millions: To- 
day, more than 890,000 American boys 
and girls are learning on the campuses 
of our ninety-three state universities 
and land-grant institutions how to meet 
with competence and confidence the 
challenges of a free world in peril. 

A university with all the colleges at- 
tached: Today these colleges and uni- 
versities, owned and used by the people 
of America for the benefit of their chil- 
dren, represent an investment in class- 
rooms, laboratories, and _ libraries 
worth more than three billion dollars. 

But American higher education, 
charged with the vital responsibility of 
safeguarding and nourishing our free 
institutions and ideals, faces today two 
basic dangers — one from without and 
one from within. 

Every enlightened American, wheth- 
er plain citizen, educator or legislator 
must recognize the crisis from with- 
out. A slave system of government and 
a regimented way of life that make 
man a robot are opposed to our system 
that draws its creative power and its 
moral strength from respect for the 
dignity and decency of every indi- 
vidual. 

The challenge from within is not so 
easily identified. No evil intent moti- 
vates it, yet what is happening needs 
to be better understood. 

The strange notion that the ability 
to afford is more important than the 
ability to learn leads to the growing 
demand that students and their fami- 
lies should bear an increasing share of 
the cost of their education. Each year 
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thereby, capable American boys and 
girls find the academic gates to edu- 
cational opportunity closed to them. 

More and more the nation’s leader- 
ship potential is lessened or lost by 
making personal financial ability the 
controlling factor in deciding who 
among our nation’s youth shall con- 
tribute their fullest abilities to the 
country’s future. It is as if blandly we 
are to declare to a rapidly increasing 
number of American youth: In time of 
war we will spare no expense in train- 
ing and equipping you for the risk of 
death, but in time of peace your pocket- 
book must be the measure of whether 
we can use or need you. 

Two premises, entirely false upon 
examination, support a trend that con- 
tradicts the whole philosophy and his- 
tory of public higher education in 
America. The first of these spurious 
premises insists that higher education 
benefits only the individual. Therefore, 
he should pay at once, or borrow, all 
or most of the cost of his education. 
The second premise insists that col- 
leges and universities should charge 
the full cost of education to the indi- 
vidual. This has never been believed 
possible or sound in either privately or 
publicly-supported higher education. 

A difficult paradox exists. Confused 
by an incomplete understanding of the 
essential function of publicly-sup- 
ported higher education in our na- 
tional life, well-intentioned people ad- 
vance these premises. Yet were there 
to rise in the land a doctrine intended 
to undermine the creative genius of 
American democracy, that doctrine in- 
evitably would yield these outcomes: 

FIRST, rigid student-pay-as-you-go 
education imposes a pattern, dividing 
debtor students from creditor students. 
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There stands your future graduating 
class—the solvent few, the indebted 
many. All must build careers, homes, 
families to serve America well. How 
free and equal have we made them for 
this service? 

SECOND, rigid student-pay-as-you-go 
education denies the fundamental pur- 
pose of American education, which is 
to render, to the fullest extent of an 
individual’s ability, a service that so- 
ciety needs. This principle supports the 
entire structure of American life and 
whatever threatens it endangers busi- 
ness and farm, home and community. 

THIRD, rigid student-pay-as-you-go 
education tends to place false limits 
upon the future by transforming “life, 
liberty and the pursuit of happiness” 
from “inalienable” to monetary rights. 

This statement is issued in the pub- 
lic interest. The past generations of 
far-sighted Americans who built the 
institutions we now call our state uni- 
versities and land-grant institutions 
speak to us across the years. And what 
they say is this: The children of the 
children for whom we dreamed brave 
dreams and in whom we invested our 
faith and treasure are now your sons 
and daughters. You are at once the 
legatees of the past, guardians of the 
present, trustees of the future. 

Shall we do less than they? Shall we 
believe with fainter hearts in the 
future of a freedom wrought of the 
historic American purpose of educa- 
tional opportunity and its outcomes? 

We hold that these questions are the 
crux of the problem. We hold that in 
our time, as in times past, publicly- 
supported higher education in America 
will operate, and must operate, as a 
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dynamic force enriching the national 
life. We hold that the educative process 
begins with the individual. Yet that in- 
dividual never stands apart; the under- 
lying wisdom and competence which 
he possesses finally is a realization that 
knowledge is only useful when it is 
shared and channeled into productive 
pursuits. He may serve business or he 
may husband the earth; he may be- 
come a minister of the Gospel or a min- 
ister of government; he may seek to 
probe the mysteries of outer space or 
to probe mysteries like cancer that af- 
flict his fellow men. 

In no major country in the world 
does the college student pay as much 
of the cost of his education as in pres- 
ent-day America. With higher tuitions, 
let there be large programs of federal 
and state scholarships and loans for the 
less well off, it is suggested. But im- 
mediately the range of opportunity is 
restricted and the reservoir of talent 
delimited. Low-cost public higher edu- 
cation has been in itself the most gen- 
erous and productive program of 
scholarships devised for large numbers 
by any nation. To turn back from it 
now would be to turn back from the 
proven principle of a century and more. 
Founded in the faith that men are ennobled 
by understanding; dedicated to the advance- 
ment of learning and the search for truth; 


devoted to the instruction of youth and the 
welfare of the state. 


This is a challenge carved in stone 
on the campus of one of the nation’s 
great land-grant state universities. To 
meet this challenge, in service to the 
nation, the low-cost institution of pub- 
licly-supported higher education was 
conceived and must endure. 
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Common Misconceptions 


About the Budget 


Is budgeting a technique or an attitude of mind? 


Through examination of what a budget is not, 


a realistic concept of its functions is evolved. 


A major problem facing any firm is 
the forecasting of events so as to ad- 
just to them or to modify them for the 
benefit of the firm. The future is un- 
certain. This uncertainty is boti an 
ingredient and a primary cause of 
business profit. For sound business 
management it is essential that esti- 
mates of the future be made, and a 
plan be developed under which the 
business may operate. Ralph J. Cordi- 
ner, president of General Electric, re- 
cently noted: 

In a time of radical world-wide change, when 
every day introduces new elements of uncer- 
tainty, forward planning may be nearly im- 
possible—an exercise in futility. Yet there 
never was a more urgent need for long-range 
planning on the part of every business, and 
indeed every other important element of our 
national life. 

Due to the increasing complexity of 
management problems, such planning 
has become more and more essential, 
and is being given increasing atten- 
tion, as indicated in part by the ever- 


increasing number of articles on the 
subject appearing in business publica- 
tions.! 


THE NATURE OF THE BUDGET 


The budget is one of the tools or 
methods that may be used in business 
planning—a method that in many con- 
cerns is either vigorously damned or 
heartily praised. The term Business 
Budget refers to a plan, expressed 
financially, for future operation of 
some phase of the business. It may be 
the plan for the company’s sales effort 
(the Sales Revenue Budget) or it may 
be a plan for inputs needed by the firm 
(such as the budget for capital expend- 
itures, manufacturing expenses, or ad- 
vertising expenses). In many compa- 
nies budgetary plans are made only 
for certain areas of operations. Al- 
though this partial approach to budg- 
eting does have advantages, it does not 
represent utilization of the budgeting 
tool to its fullest possible potential. 
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Maximum effectiveness can be attained 
from budgeting only if it is extended 
to all phases of the companies’ opera- 
tions. Budget estimates covering all 
phases of the operation of a given firm 
(both inputs and outputs) should be 
combined into an overall or master 
plan, the Comprehensive Budget, in 
order for all activities of the firm to 
be integrated into a complete overall 
program. 

In a recent survey by Sord and 
Welsch of over four hundred compa- 
nies representing major fields of busi- 
ness such as durable and nondurable 
manufacturing, public utilities and 
transportation, wholesale and retail, 
finance and insurance, it was found 
that over ninety percent of these firms 
do undertake development of a de- 
tailed, comprehensive budget or plan. 
This is a partial indication of the de- 
gree of acceptance of this technique, 
although the authors admit theirs was 
not a random sample. They comment: 
“Considerable effort has been extended 
to develop a sample representative of 
firms reputedly doing a better-than- 
average job of planning, budgeting 
and controlling operations.’ 

The techniques which may be used 
in organization for and preparation of 
the comprehensive budget will not be 
discussed in any detail in this article; 
these can be found in any of several 
books on budgeting.* Instead discus- 
sion will center around some of the 
popular misconceptions surrounding 
the budget. 


Some Misconceptions 


Perhaps the greatest reason why 
this approach to business planning, co- 
ordination and control is not more fre- 
quently used is the misinformed atti- 
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tudes of individuals toward budgets. 
In the words of one controller, “Budg- 
ets are placed in the realm of school- 
bells and Monday mornings’’—they are 
about that popular. Since the budget 
is not a machine, but depends on the 
actions, estimates, and efforts of indi- 
viduals, the attitudes of persons will 
determine directly its success or fail- 
ure. Prominent among the often ex- 
pressed notions regarding the budget 
and its uses are the following: 


1. The Purpose of a Budget is to 
Control— To Record, Compare, and 
Place Blame for Unfavorable Results. 
Undoubtedly the responsibility for this 
false notion of the budget as primarily 
a control device can be laid at the 
doorstep of many managers who have 
used it solely as a pressure device 
against their employees, to spur them 
on to greater accomplishments. A com- 
plete re-education is necessary in many 
firms to dispel this false impression. 

True, the budgeting system does fa- 
cilitate the direction of effort. This is 
done through the comparison made be- 
tween planned or budgeted values, and 
what is actually accomplished. But 
this is not the only, or perhaps even 
primary, purpose of a budget. Control 
implies measurement (deviation of ac- 
tual from budgeted amounts), but 
measurement requires some yard- 
sticks, or expected performance fig- 
ures, to be set up. This yardstick, a 
guide to future operations, is provided 
through the budget. Without an ade- 
quate one control efforts become almost 
meaningless. 

The budget expresses management 
plans and decisions in financial terms. 
To prepare a budget, an analysis must 
be made of future variables, requiring 
investigation, study and_ research. 
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Business decisions (plans) are placed 
on a much sounder basis than when 
they are based solely on whim, fancy, 
or expediency. Decisions are made in 
advance, rather than on the spur of 
the moment. Problems are considered 
in advance, rather than through the 
wisdom of hindsight. In preparing the 
budget management is, in effect, mak- 
ing decisions today regarding the allo- 
cation of scarce resources in the future. 
Today’s decisions will have a tremen- 
dous bearing on the position of the 
organization, relative to competition, 
in the future. For example, a decision 
today to exclude provision for product 
research activities may not be felt for 
ten years. Today’s plan, spelled out in 
the budget, predetermines results not 
immediate in their impact. 


2. Budgeting is Purely a Financial 
Process. It is true that the comprehen- 
sive budget and the supporting budgets 
are expressed in dollar amounts. This 
is done because the dollar is a univer- 
sal denominator for the activities of 
an organization, a basis for compari- 
son, and for the control aspect of budg- 
eting. But budgeting should not be 
thought of as a mechanical financial 
process like preparation of the annual 
financial statements. The budget rep- 
resents the thinking and planning of 
management, expressed in financial 
terms. Were there some other univer- 
sal measure, the budget could just as 
well be expressed in those terms. For 
instance, in certain national defense 
“crash programs,” where expenses as- 
sume a secondary role, a budget might 
be expressed in man-hours. Thinking, 
planning, and goal setting must first be 
done by individuals within the organi- 
zation; this goal setting and planning 
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then must be stated in some universal, 
convenient measure. 


8. The Budget Is A Device for 
Economizing — Cutting Expenditures 
To The Bare Minimum. This miscon- 
ception may have grown out of the 
common answer of the boss to the re- 
quest for a salary raise, “The budget 
won’t allow it,” or his plea at the be- 
ginning of the year, “We’re going to 
have to operate under a tight budget 
this year, so cut out all unnecessary 
items.” One benefit is the control of 
expenditures, elimination of items not 
planned for, and prevention of waste 
and unnecessary expenditure. But is 
this the first, and only, aim of budget- 
ing? Any successful business must 
watch expenditures closely to ensure 
they do not increase out of proportion 
to results or benefits achieved from 
such expenditures. In order to exer- 
cise this economy, determination first 
must be made of necessary and unnec- 
essary items. This involves an ap- 
praisal of future conditions, i.e., what 
benefits will be received tomorrow 
from expenditures made today. Econ- 
omizing resulting from budgeting is 
brought about by analysis of the fu- 
ture, and formalization of a course of 
action which will best adjust present 
activities to future conditions. 


4. The Controller’s Department, Or 
Budget Director, Can Prepare and Ad- 
minister The Budget. If this state- 
ment were correct, the budget would 
be primarily a financial instrument, 
whose use is limited to only one seg- 
ment of the organization—the segment 
which records and interprets figures. 
It has already been shown that a com- 
prehensive budget cuts across all seg- 
ments of the organization. The deci- 
sions involved are much more than just 
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financial ones, even though they are 
finally expressed in financial terms. 
The Controller’s Department or Budg- 
et Director cannot, alone, prepare a 
budget and make it work. However, 
the accounting executives are impor- 
tant in guiding the budgeting process. 
They must set up procedures to be fol- 
lowed, analyze supplementary budgets, 
and compile them to make the final, 
comprehensive budget. In addition, 
actual accounting results must be com- 
piled and compared with budgeted 
amounts in order to isolate variances. 
Data used in developing budget vari- 
ances must be realistic, for when actual 
data are subject to wide error, confi- 
dence in the budget system rapidly 
diminishes. 

However, the Controller’s Depart- 
ment is not in a position to make de- 
cisions and do the planning for the 
operational segments of the business. 
Nor is it able to take corrective action 
once unfavorable variances occur. All 
too often, because of ignorance or lack 
of interest, managers look upon the 
budget as the sole responsibility of 
the Controller or Budget Director. 
They do not realize that the Control- 
ler’s Department, although quite im- 
portant in the mechanical aspects of 
budget preparation and invaluable in 
supplying past data and advising on 
the future, acts as a message center, 
taking information from others, re- 
cording it, and preparing a composite 
picture of the plan. 


5. Preparation of a Budget “Strait- 
Jackets” the Organization. The Budg- 
et Assumes a “Sacred” Status Within 
the Organization, In That It Must Be 
Rigidly Adheved To. Undoubtedly this 
misconception has grown out of the 
frequent administrative excuse of “It’s 
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just not in the budget,” as a reason for 
turning down any suggestion for 
change, when the real reason for re- 
fusal is reluctance to investigate the 
suggested change or to explain to the 
individual why it is unworkable. 

The budget is an attempt to evaluate 
an uncertain future and plan activities 
accordingly. It follows that some modi- 
fication of the plan may be necessary 
as the future gets closer. The budget 
represents tangible evidence of man- 
agement planning, but planning (and 
thus budgeting) is not an exact sci- 
ence. It is based on certain anticipa- 
tions concerning the future. If these 
anticipations are unrealized, should 
not and cannot these managers who 
prepared the original plan make modi- 
fications to meet the situation? If an 
individual plans a cross-country trip 
on U. S. Route 40 and on arriving in 
the Midwest finds a detour, will he not 
change his plans? Perhaps this mis- 
conception of complete rigidity of a 
budget may be partly due to the ex- 
perience of certain government units 
in which, because of the magnitude of 
the budgetary procedure, the budget, 
once established, cannot easily be 
changed. This situation need not, and 
should not, exist in a business organi- 
zation. 


6. One Budgeting Procedure Is Best 
For All Organizations. Such reasoning 
assumes the budgetary process to be 
a packaged tool, which may be bought, 
unwrapped, and manipulated accord- 
ing to the enclosed direction sheet. But 
every business organization differs, due 
to the personalities involved and their 
philosophies. No one procedure is best 
for the preparation and administration 
of the budget. The technique should 
depend on the situation. Many organi- 
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zations are dissatisfied with their use 
of the budget because they have taken 
a procedure which was entirely satis- 
factory in another organization and 
attempted to apply it without modifica- 
tion to their situation. They forget 
that theirs is an entirely different 
group of individuals, operating in a 
different environment. To repeat, 
there is no general recipe. 


7. Only Controllable Expenses Need 
To Be Considered In the Budget. Os- 
tensibly, this should make budget prep- 
aration more simple, accurate, and 
meaningful. It makes little sense to 
include in the budget, or plan for op- 
eration, items over which one has no 
control—or does it? If “uncontrolla- 
ble expenses” are omitted, a complete 
picture will not be obtained, and a 
comprehensive budget cannot be pre- 
pared. A second difficulty arises in dis- 
tinguishing between controllable and 
non-controllable items. The category 
into which an item fits depends on the 
time period involved. For instance, the 
chief engineer’s salary, usually consid- 
ered as fixed, can be varied if the time 
period is sufficient. Third, when only 
“controllable” items are considered 
there will be a tendency for these items 
to take on characteristics of ‘‘non- 
controllable” items. If rent on facili- 
ties is considered non-controllable, and 
excluded from the budget, this may in- 
fluence the decision of certain line peo- 
ple to rent needed equipment, rather 
than to purchase it. They may be un- 
willing to request an additional sum 
in their budget, or to have their orig- 
inal budget modified, and justify this 
request, and so choose the easier course 
of action. To gain maximum useful- 
ness from the budget, and a total plan 
of action, it should not be done piece- 
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meal, but should be all-inclusive. Natu- 
rally, managers should not be held re- 
sponsible for expenses, or for the 
results of decisions, over which they 
have no control. 


8. The Initiation of a Budgeting 
Procedure, and Resulting Budget, Will 
Solve All Company Ills. It won't. 
Budgeting is not the great panacea for 
an organization. Few persons dispute 
the benefits resulting from a smoothly 
functioning budgetary process, in 
which the personnel have a knowledge 
of what the budget is supposed to ac- 
complish. But the budget is merely a 
vehicle by which plans are expressed 
in financial terms. It is not a cure-all! 
The success of the system depends on 
the thought, effort, and information 
which goes into preparation of the 
budget, and the resultant review. Ini- 
tiation of a budgetary procedure does 
not assure success, any more than set- 
ting up the position of “Research Di- 
rector” assures leadership in new 
product development. The quality of 
thought, judgment, and investigation 
going into budget preparation is of 
paramount importance. 


CONCLUSION 


The concepts of budgeting and of the 
comprehensive budget certainly are 
not new. But often companies avoid 
use of the budget, or are disappointed 
in their experience with it, because of 
misconceptions concerning what it is 
and what it should accomplish for an 
organization. Rather than being a 
technique that can be applied at will 
as an aid to the successful planning, 
co-ordinating, and controlling of a 
firm’s activities, the budget depends 
instead for its success as much on the 
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attitudes of the organization’s person- 
nel as it does on their technical compe- 
tence in the field of budget preparation 
and execution. The success of the 
budgetary system will be proportional 
to the attitudes of the personnel who 
prepare the budget and who perform 
the activities detailed in the budgetary 
plan. Persons who operate under one 
or more misconceptions concerning the 
budget will prevent full benefits from 
accruing to the firm. The budget will 
not be the aid to more effective and 
profitable operations that it should be. 
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With greater knowledge and uv der- 
standing of the budget and budgetary 
process will come more favorable atti- 
tudes toward, and greater use of, this 
technique. The potential of the budget 
in assisting in the planning, co-ordi- 
nating, and controlling activities can 
then be realized to a much greater de- 
gree. Many concerns already have 
achieved greater profitability and an 
improved competitive position through 
use of the comprehensive budget — a 
simple but powerful tool. 
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Work,” Management Review, February 1958. 


2. Sord, B. H. and Welsch, G. A., Business 
Budgeting: A Survey of Management Plan- 


ning and Control Practices, Controllership 
Foundation, New York, 1958, page 23. 

3. For example, Welsch, G. A., Budgeting: 
Profit Planning and Control, Prentice-Hall, 
Englewood Cliffs, N. J., 1957, or Heckert and 
Willson, Business Budgeting and Control, 
Ronald Press, New York, 1955. 





THE VARIABLE ANNUITY 
(Footnotes continued from page 57) 


8. Time, op. cit. However as explained in an 
article, The Variable Annuity—Will It Yield 
More Dollars for Retirement?, by Leonard E. 
Morrissey, published by the Amos Tuck School 
of Business Administration, the CREF plan, 
for one, makes a distinction between accumu- 
lation units and annuity units, each repre- 
senting an interest in a different fund. While 
the accumulation units are valued monthly, 
the annuity units are revalued once a year. 
Thus a policyholder will receive twelve iden- 
tical monthly payments each year and a 
rapidly rising or falling stock market oc- 
curring after the revaluation date will not 
affect the value of an annuity unit until the 
following year. 


9. Business Week, June 30, 1956, p. 71. 
10. Business Week, March 28, 1959, p. 1382. 
11. Newsweek, April 6, 1959, p. 85. 


12. In a pamphlet printed by Prudential Life 
Insurance Co., The Variable Annuity As A 
Life Insurance Company Product, by J. Ed- 
ward Day and Meyer Melnikoff (Reprinted 
by courtesy of the Journal of the American 
Society of Chartered Life Underwriters) this 
subject is discussed at greater length. This 
article also makes an interesting evaluation 
of the alternative methods of providing 
balance to the fluctuating values of a port- 
folio of common stocks. 
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The Failure of the New Economics* 


In 1946 Mr. Hazlitt wrote a little book 
called Economics in One Lesson criti- 
cizing Keynesian economics. One of the 
reviewers remarked that it was a pity 
that Mr. Hazlitt had not taken the 
second lesson. In his new book, a 
lengthy and formal attack on Keynes- 
ian economics, Mr. Hazlitt shows that 
he has taken the second lesson. Un- 
fortunately he has flunked it. 
Altogether it is a bizarre book. What 
Hazlitt has done is to take Keynes’ 
General Theory chapter by chapter and 
to point out mistakes in each one. To 
write such a formal treatise on Keynes- 
ian economics is an ambitious task 
and one that certainly needs doing, for 
in the years which have passed since 
the General Theory was published 
(1936) many of Keynes’ statements 
have come in for damaging criticism. 
But Hazlitt is no ivory tower theorist, 
and instead of writing in the deadly 
style of scholars he has spiced up his 
book by rude and virulent personal at- 
tacks. (Devotees of Westerns where 
the good men are really good and the 
villains really awful should find Mr. 
Hazlitt’s treatise pleasant reading.) 
For example, we are told “It is amaz- 
ing how many fallacies and inversions 
Keynes can pack into a small space 
and especially how many fallacies, like 
a set of Chinese boxes, he can pack in- 





1. Henry Hazlitt, The Failure of the New 
Economics. Princeton: Van Nostrand, 1959. 


side other fallacies” (132) ; and “‘as we 
advance in the General Theory the con- 
fusions and fallacies become progres- 
sively denser, and crowd up to a point 
where the task of disentangling the 
traffic snarl begins to look utterly 
hopeless” (p. 288). Among the words 
used by Hazlitt are “howling nonsense, 
technical gobbledygook, irresponsibil- 
ity, verbal trick, absurdity, demagogic, 
totalitarian, absurd, perverse logic, im- 
pudence, hysterical, slovenliness and 
amaturish.” Nor are Keynes’ motives 
left in peace. Thus Keynes is accused 
of willful blindness, of deliberate mis- 
interpretation and of intellectual dis- 
honesty. These are serious accusations 
to make, particularly by someone who 
does not seem to have understood the 
General Theory.2 





2. Although Keynes is not called a Marxist 
directly, Marx’s name appears a surprising 
number of times in the book, and we are 
told that “the chief difference between Marx- 
ism and Keynesism is that for the former 
the employer is the chief villain, and for the 
latter the lender .. .” (p. 318). In view of 
this it might be worth while to quote Keynes 
himself on communism and Marxism. “How 
can I [Keynes] accept a doctrine which sets 
up as its bible, above and beyond criticism, 
an obsolete economic textbook [Das Kapital] 
which I know to be not only scientifically 
erroneous, but without interest or application 
for the modern world? How can I adopt a 
creed [Communism] which, preferring the 
mud to the fish, exalts the boorish proletariat 
above the bourgeois, and the intelligentsia 
who, with whatever faults, are the quality in 
life and surely carry the seeds of all human 
advancement?” (Essays in Persuasion, p. 
300). 
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Turning from the style to the con- 
tents, what Hazlitt does is to take up 
a large number of individual passages 
of the General Theory and examine 
them. Unfortunately this results in 
much space being devoted to minor 
points and often Mr. Hazlitt’s interpre- 
tation of the passages is open to serious 
question, particularly as he often sees 
ideological bogymen hiding behind 
technical points. This does not mean 
that Hazlitt is always wrong. In a 
number of cases, such as Keynes’ de- 
scription of ‘‘classical economics” or his 
failure to allow adequately for the in- 
fluence of “real factors on the interest 
rate”, for example, Hazlitt has good, 
though hardly original, points. Un- 
fortunately there are so many other 
points where Hazlitt commits crude 
errors that, on the whole, the book is 
more likely to spread, rather than to 
correct, errors. 

Altogether this is a most unfortunate 
book, for, among other things, it may 
divert popular attention from the care- 
ful and penetrating criticisms which 
serious scholars have made, and are 
making, of Keynes’ work. While Mr. 
Hazlitt’s contribution might go across 
well in the conservative equivalent of 
Union Square, readers who prefer care- 
ful scholarship to billingsgate should 
look for criticism of Keynesian eco- 
nomics to such books as Haberlers’ 
Prosperity and Depression, Friedman’s 
Essays in Positive Economics and 
Studies in the Quantity Theory of 
Money and to A. F. Burn’s The Fron- 
tiers of Economic Knowledge. 


Thomas Mayer 
Associate Professor 
of Economics 
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Estale Planning! 


If you live in or travel to a city having 
a population of 75,000 or more, you 
will probably find at least one lawyer 
in town who not only is adept at draw- 
ing wills (many lawyers are good at 
this) but who has also had the patience 
and curiosity to follow the enormously 
complex development of federal estate 
tax law as it is embodied in the Inter- 
nal Revenue Code, statutory amend- 
ments, Treasury regulations, and deci- 
sions of the federal courts. He will 
also have attempted to read and reflect 
upon the large body of tax commen- 
tary which appears in the various tax 
services, law reviews, and proceedings 
of tax institutes. 

This tax lawyer will therefore be 
well equipped to carry out your estate 
planning objectives. Nor, probably, 
should you think that your estate is so 
modest, that this array of knowledge 
and skill is irrelevant to it. Every es- 
tate of more than $60,000 in current 
market values (not cost) may be sub- 
ject to federal estate tax, and “estate” 
here means not only your probate 
estate, but also your life insurance, 
your joint property (including your 
home), and various other bits and 
pieces which you might not think of as 
part of your estate in the ordinary 
sense. 

When you have made an appoint- 
ment with this attorney, and have 
given him the names and relationships 
of your family members, a great diffi- 
culty arises. In the first place, you 
probably have not considered exactly 
what your objectives for your family 





1. René A. Wormser, Wormser’s Guide to 
Estate Planning. Englewood Cliffs, New Jer- 
sey: Prentice-Hall, Inc. 1958. 
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are. Secondly, it is difficult for the 
attorney to apply this knowledge of 
estate and tax law to your plans, with- 
out explaining to you, in some degree, 
what these legal concepts and rules 
are. The very nature of the rules will 
probably change your objectives to 
some extent. But as he begins to out- 
line for you the concepts of adjusted 
gross estate, marital deduction, powers 
of appointment (general and limited), 
living and testamentary trusts, quali- 
fied and unqualified plans for deferred 
compensation (with forfeitable and 
vested rights), custodial gifts, etc., etc., 
he almost inevitably finds your atten- 
tion fading rapidly away. Most clients 
are not willing to spend the amount of 
time and thought that would be neces- 
sary, to have the attorney explain these 
matters to them. The result is that the 
attorney is tempted to do what he 
thinks best, and the client is inclined 
to let him. That is, we end up with 
stereotyped solutions. But clients, 
their families, and their businesses are 
not all that much alike, and a stereo- 
typed result is not only something of a 
waste of the planner’s ability, but also 
it is less than the client’s money’s 
worth. 

This is where Mr. Wormser’s book 
comes in. The author, known to law- 
yers all over the United States as an 
outstanding scholar and practicing 
lawyer in this field, has done a beauti- 
ful job of explaining the rudiments of 
estate planning to the non-lawyer. 
Any client who reads this book before 
consulting his lawyer will have a very 
good idea as to what the lawyer can 
do for him, and this will help him to 
decide what he wants done. In a mere 
167 pages, Mr. Wormser has adequate- 
ly summarized the estate planning 
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field. He has made clear those things 
which can be made clear in a short 
space, and he has very sensibly not at- 
tempted to set forth the details of those 
rules which are too complex or uncer- 
tain for the client to be bothered with. 
Instead, he carefully points out in each 
instance, that such and such a problem 
is complex, and should be left to the 
lawyer to worry about, after the client 
has decided upon a general purpose. 
Some of the topics covered are: 
problems of investment, occupation, 
retirement, residence, provision for a 
surviving wife and children, charitable 
provisions, what to do with a family 
enterprise, and what sort of help can 
be expected from accountants, insur- 
ance underwriters, bankers, invest- 
ment advisers, lawyers, and fiduciaries. 
In the tenth chapter, a sample estate 
analysis is presented in outline. 

In one respect particularly, this 
book is better than other things writ- 
ten for the non-lawyer. Many articles 
and books point out glittering tax ad- 
vantages to be had through various 
devices. They seldom add that almost 
every such procedure has some cor- 
responding disadvantage. For ex- 
ample, if you give property to your 
children, or place it in trust for them, 
you may cut your income taxes. But 
you also lose a certain amount of con- 
trol over the property, which you may 
need in the future. If you leave prop- 
erty by will to a trust in order to keep 
it from being taxed in your wife’s 
estate, she will not have the same de- 
gree of control over it as if you had 
left it to her outright. There are 
means of alleviating these disadvan- 
tages, and in many cases the advan- 
ages will outweigh them on balance, 
but this weighing must always be done. 
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Too often the client, his imagination 
fired by some glowing article about tax 
saving, expects too much, or expects 
to eat his cake and have it. Mr. 
Wormser generally avoids these glib 
suggestions, and points out losses as 
well as gains which result from the 
various steps he discusses. 

The first ten chapters of the book 
deal with facts; the eleventh and final 
chapter is a statement of the author’s 
views on political economy. As these 
are conservative, they should please 
many people whose estates are large 
enough to need planning. 

The book was written before enact- 
ment of Subchapter S of the Internal 
Revenue Code in 1958, which permits 
certain corporations to be taxed, to a 
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degree, as though they were partner- 
ships. This new bit of tax law must be 
considered in several estate planning 
situations. Several other changes were 
made by the Technical Amendments 
Act of 1958. It is nothing against the 
book; any book is apt to be followed 
shortly by novel tax developments. It 
does suggest that no one should rely 
on specific statements of tax law for 
too long a time; the rules are apt to 
change rather more quickly than in 
other fields of law. The basic concepts 
discussed by the author will remain 
true. 

John N. Seaman 

Attorney at Law 

Lansing, Michigan 
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Accounting and the Analysis of Financial 
Data. New York, McGraw-Hill. 1958. 

Working on the assumption that the non- 
accounting major needs to know more than 
elementary principles if he is to understand 
financial statements and records, the authors 
have prepared this simplified discussion of 
accounting and finance. The book is well 
written; and its presentation of accounting, 
financial statements, budgeting and forecast- 
ing should prove valuable to its particular 
audience. 
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Even though Australia enjoys a high stand- 

ard of living without extremes between rich 

and poor, the people are not satisfied. Their 
needs can be filled only by a vast increase 
in productivity. It is the purpose of this 


book to point out ways that this increase can 
be achieved. Consideration of the productivity 
question is undertaken by distinguished scien- 
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others, from Australia, Britain, and the 
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CAUGHEY, JOHN W. In Clear and Present 
Danger: The Crucial State of Our Freedom. 
Chicago, University of Chicago Press. 1958. 

Is our search for internal security leading 
us to surrender our freedoms? It is the au- 
thor’s belief that this may be true. He re- 
views the development of our birthright of 
freedom, then starting with the Dies Com- 
mittee in 1988 and progressing through Mc- 
Cartkyism, he makes clear that the sinister 
figure of the Inquisitor has appeared. Mr. 
Caughey raises some hope, however, for he 
feels that holding the line against such at- 
tacks is now possible. His thesis is provoca- 
tive, and though some readers may disagree 
with the author’s conclusions, the book con- 
tains much valuable information about one 
phase of American life. 
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